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ABSTRACT
The 1954 In ternal Revenue Code con ta in s  the  requirem ents for 
qualifying employee benefit p lans of the  deferred com pensation  ty p e . 
Earlier le g is la t io n  on the  sub jec t of pension  and profit sharing has 
been  rev ised  in  order to  bring a s  much s tandard iza tion  and non­
d iscrim ination  a s  i s  p o ss ib le  in to  the  governing reg u la tio n s .  Enough 
time has e la p se d  s ince  the  enactm ent of the  p rovisions of the  C ode, 
permitting favorable ta x  trea tm ent of employer contributions to  the 
tru s t  and the  earn ings therefrom , to  ap p ra ise  the  immediate and future 
e f f e c t s . Both d irec t and ind irec t e ffec ts  on the  employer and employee 
offer a wide re sea rch  fie ld  in  the  te c h n ic a l  and p ro fess iona l area  as  
w ell  as  in  the  more apparent a sp e c t  of the  soc io log ica l  ram if ic a t io n s . 
The purpose of th is  study  is  to  co n s id e r  one sp e c ia l iz e d  area  of the  
broad sub jec t of post-re t irem en t b enefits ;  nam ely, the  accounting 
and financing requirem ents and tech n iq u es  inc iden t to  th o se  p lans 
qua lif ied  by the  T reasury .
Much of the  re sea rch  in  th is  study  h as  been  accom plished  by 
c a s e  s tu d ies  of corporations operating e ither a pension  or profit 
sharing p lan .  Personal con tac t a ided  m ateria lly  in  the  a ss im ila tio n  
of th e  pertinen t da ta  for in c lu s io n  in  th is  re s tr ic te d  s tudy . The 
p resen ta tio n  of the  fac tual m aterial s treng thens  the  co nclusions  
re a c h e d .
Q uestionnaires  were used  in  th is  study to  su b s ta n t ia te  ea r l ie r
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p u b lished  re s u l ts  re la ting  to  th e  sp ec if ic  handling  of pen s ion  inform a­
t io n  in  the  accou n ts  and on the  s ta te m e n ts .  No major change  in a c ­
counting trea tm ent w as  noted in  comparing the  re s u l ts  of th e  current 
survey w ith  a sim ila r  survey conducted  te n  y e a rs  e a r l i e r .
Books, p e r io d ic a ls ,  re se a rc h  b u l le t in s ,  s t a tu te s ,  reg u la tio n s , 
and w ritings of sch o la rs  in  the  f ie ld  have  been  drawn from e x te n s iv e ly  
to  provide b a s ic  information for ev a lua tion  and rev iew . Specific  
financing  a l te rn a t iv e s  and accoun ting  trea tm e n ts  are summarized and 
recom m endations made in  appropria te  c a s e s .
The r e s u l ts  ob ta ined  in d ic a te  tha t  th e  accounting  p rac tit ioner  
through h is  ind iv idual c o n ta c ts  and through h is  p a r t ic ip a tio n  in  
recom m endations made by th e  lead ing  p ro fe s s io n a l  accoun ting  a s s o ­
c ia t io n s  has  provided e ffec tiv e  g u id es  for th e  p ro fe s s io n .  Uniformity 
in  the  trea tm en t of pens ion  c o s ts  on the  f in an c ia l  s ta tem en ts  may not 
e x is t  to the  ex ten t  th a t  the  th e o r is t  d e s i r e s ,  however it  should  be 
noted th a t  full d isc lo su re  in  th e  s ta te m e n ts  may be ach iev ed  in  
w ide ly  varying fo rm s . The g en e ra l  agreem ent on the  handling of 
p a s t  se rv ice  c o s t  a s  a charge  to  current ex p en se  rather th a n  to  surplus 
p rov ides an exam ple of th e  re s u l t  of the  w id e sp rea d  d is c u s s io n  on the  
a lte rn a t iv e  accoun ting  trea tm en ts  p o s s ib l e „ As cond itions  change and 
add it ion a l  p rocedures need  to  be  d eve loped , the  accoun ting  reporting 
is  f lex ib le  enough to  meet th e  demand y e t  m ain tain  conformity with 
genera lly  a c c e p te d  accounting  p rinc ip le s  .
Labor and management neg o tia t ion s  often re su l t  in  a new contract
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conta in ing  re v ise d  fringe b e n e f i t s . The accoun tan t is  re sp o n s ib le  to 
both p a r t ie s  to  m aintain  the  records and p re sen t  such  inform ation at 
d e s ig n a ted  in te rv a ls  th a t  w il l  be c o rre c t ,  in fo rm ative , and under­
s ta n d a b le .  Evidence is  p re sen te d  in  th is  s tudy  to  in d ic a te  th a t  the  
accoun tan t  i s  doing an e ff ic ien t  job  on th is  s c o re .
Accounting has  provided th e  answ ers  to  re tirem ent f in an c ia l  
problems th a t  have  b e e n  a sk ed  of it  by m anagem ent, em p lo yees , 
s to c k h o ld e r s , ta x  a u th o r i t i e s , and the  p u b l ic . W ith  th e  in c reas in g  
em phasis  on old age se c u r i ty ,  th e  problem s of th e  p ro fess io n a l  a c ­
countan t w ill  in ev itab ly  in c r e a s e .  The aw are n ess  of th is  r e ­
sp o n s ib i l i ty  should  urge the  accoun ting  te a c h e r s  and p rac tit ioners  
to  do re s e a rc h ,  to  pub lish  a r t i c l e s ,  and to  t ra in  s ta f f  rep lacem en ts  
and add it ion s  to  meet th e  n eed s  of sp e c ia l iz e d  reporting . A c o n ­
c lu s io n  may be  drawn from th is  study th a t  con ce rted  efforts  are  
being  made by the  accounting  group to  accom plish  th is  d e s ired  
obj e c t iv e .
x
CHAPTER I 
INTRODUCTION
All segm ents  of the  economy are v ita l ly  in te re s te d  in  re tirem ent 
p lans  in  a  d irec t manner or through in d irec t  e f f e c t . The em ployees and 
th e  em ployers are  th e  two groups th a t  are  most d irec tly  concerned  w ith 
the  c h o ic e ,  op e ra tion , and m ain tenance  of the  p la n s .  D ependen ts  of 
the  em p loy ees , owners of th e  sponsoring  b u s in e s s  e n ti ty ,  th e  tax ing  
a u th o r i t ie s ,  and th e  pub lic  at la rge  com prise  some of the  major groups 
th a t  a re  in d ire c t ly  a ffec ted  by the  p lan  p ro v is io n s .  The genera l sub jec t  
of re tirem ent p lans  h as  many f a c e t s .  This study  w ill  encom pass only 
the  p rinc ipa l accoun ting  and f inancing  problem s of sp e c ia l ly  s e le c te d  
em ployee benefi t  p la n s .  Limiting the  coverage  in  th is  undertaking to 
th o se  p lans  qua lif ied  by The In ternal Revenue Serv ice  w ill  permit more 
in te n s iv e  and more d e ta i le d  p re sen ta tio n  of th e  pertinen t p o in t s .
IDENTIFICATION OF TERMS
Q ualif ied  Plan.—A q u a lif ied  p lan  i s  one th a t  m eets the  re q u ire ­
ments as  s e t  forth in  th e  In ternal Revenue Code and in th e  R egula tions 
and Rulings of th e  Treasury  Departm ent and In ternal Revenue S e rv ice . 
Although no a ttem pt w ill  be  made to  in troduce  sp e c if ic  requirem ents at 
th is  p a r t icu la r  po in t,  recogn ition  of the  sp ec if ic  reg u la tio n s :co n ce rn ed  
w ith  q u a lif ic a tio n  w ill  be no ted  for th e  sake  of c la r i ty .  Sec tion  401(a) 
of th e  In ternal Revenue Code of 1954 (Section 165(a) of th e  1939 Code)
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o u tlin e s  the  requirem ents n e c e s s a ry  for q u a l i f ic a t io n .  Additional i n ­
formation i s  found in  th e  Treasury R egu la tions , S ec tio n  1 .4 0 1 , in te r ­
preting  the  Code s e c t io n .  Two of th e  type  p lan s  th a t  may be  q u a lif ied , 
nam ely , pens io n  and profit sh a r in g , w ill  be covered  in  th is  paper .  
Primary a tten tio n  w ill  be g iven  to  p en s io n  p l a n s . S tock bonus p lans  
and execu tive  com pensa tion  are excluded  from c o n s id e ra tio n .
Pension  P lan—A pen sio n  p lan  i s  a p lan  e s ta b l is h e d  and m ain­
ta in e d  by an employer primarily to  provide for th e  payment of d e fin ite ly  
determ inable  b e n e f i t s  to  h is  em ployees over a period  of y e a r s ,  u su a l ly  
for l i f e ,  a fte r  re t irem en t. Years of se rv ice  and com pensa tion  rec e iv e d  
by the  em ployees serve  a s  the  b a s ic  fac to rs  in determ ining the  amount 
and th e  ex ten t of re tirem ent b e n e f i ts  . As a re su l t  of the  fo reg o in g , it  
may be observed  th a t  profits  are  not th e  determ ining fac to r in  e ither  
the  amount of the  b e n e f i ts  or the  amount of the  con tr ibu tions  n e c e s ­
sary  to  provide the  b e n e f i ts  .
Profit Sharing P la n —A profit sharing p lan  i s  a p lan  to  enab le  
em ployees or the ir  b e n e f ic ia r ie s  to  share  in  the  profits  of th e  em­
p lo y e r 's  b u s in e s s  accord ing  to  a d efin ite  formula for a llo ca t in g  the  
con tribu tions and for d is tr ibu ting  the  funds accum ula ted  in  co nnec tion  
w ith  the  p lan .  A defin ite  formula for th e  determ ination  of the  amount 
of th e  profits  to  be shared  is  no longer required  by the  T reasury . 
Principal fac to rs  to be  cons idered  in  determ ining e x ac tly  w hen d is t r i ­
bution  i s  to  be made are th e  following: the  p a ss in g  of a defin ite  
number of y e a r s ,  th e  reach ing  of a s t ip u la ted  a g e ,  or upon th e  prior
3occurrence  of some event such  a s  layo ff , i l l n e s s ,  d is a b i l i ty ,  re tirem ent, 
d e a th ,  or sev e ran ce  of em ploym ent.
STATEMENT OF PURPOSE
The primary purpose  of th is  study i s  to  define  c lea r ly  th e  
problem s p osed  to  management in  th e  financing  of and the  accounting  
for deferred  com pensa tion  p lans; to  enum erate and d is c u s s  ce r ta in  
te c h n ic a l  po in ts  involving funding media and  m ethods; to s p e l l  out very  
c le a r ly  th e  ta x  p rov is ions  w ith  em phasis  on the  ad v an tag es  of the  q u a l i ­
f ied  plan; to  poin t out a l te rn a te  trea tm en t of sp e c if ic  accounting  t e c h ­
n iques  w here  app licab le ; and , to  p resen t  th e  current trea tm ent of th e s e  
p lan s  in  p ub lished  f in an c ia l  s t a te m e n ts .
No effort w ill  be made to recommend a p a rt icu la r  type  p lan  for a 
p a r t icu la r  b u s in e s s .  C e r ta in  h y p o th e t ica l  c a s e s  w il l  be inc lud ed  in 
the  ch ap te rs  w here  appropria te . G enera lly  a c c ep ted  accoun ting  pro­
cedu res  w ill  be rev iew ed  and recom m endations w il l  be made in  c o n n e c ­
t io n  w ith  the  e s tab l ish m en t and opera tion  of th e  two p rincipal type p lan s  
be ing  covered  in  th is  s tu d y .
ORGANIZATION OF THIS STUDY
Although th is  s tudy  is  in  th e  a rea  of accoun ting  and financing  
a s p e c ts  of em ployee deferred  com pensa tion  benefi t  p la n s ,  i t  would not 
be fe a s ib le  to  attem pt to  d ivorce from th e  primary em phasis  of the study  
some of th e  c lo s e ly  a l l ie d  s u b je c ts .  In the  chap ter  im m ediate ly  fo llow ­
in g , a tten tio n  is  c a l le d  to  many of the  fac to rs  lead ing  to  th e
es tab l ish m en t and growth of both p e n s io n  and profit sharing  p l a n s . The 
h is to r ic a l  background of the  em ergence and developm ent of th e s e  p lans 
i s  ou tlined  to  rev ea l  th e  n e c e s s i ty  for more d e ta i le d  and expanded a c ­
counting and financing  requirem ents th a t  i s  ev iden t w ith  each  change 
w hich  broadens the  coverage  of the  p lans  and adds to  th e  com plexity  
of the  p la n s .  The hum an re la t io n s  s id e  of th is  broad q u e s t io n  i s  c o n ­
s ide red  in  th e  following ch ap te r  a s  a further coord inating  th rea d  in  the  
s tu d y . W hat does th e  future hold for th e  em ployee and th e  employer 
w ith  regard  to  p e n s io n s  and profit sh a r in g ?  If p resen t tren d s  in  w age 
and fringe benefit  barga in ing  be tw een  management and labor and the  
expanded  Federal le g is la t io n  concerned  w ith  th is  su b jec t  may be  u sed  
a s  e ffec tiv e  g u id es  in  app ra is ing  th e  future ou tlook , the  apparen t 
answ er i s  th a t  more p lans  w ill  be in s t i tu te d  and many of th e  p resen t  
p lan s  w ill  be expanded . W ith the  t a x  advan tage  afforded under the  
1954 Internal Revenue Code for q ua lif ied  p lans  of the p en s io n  and 
profit sharing ty p e ,  the  q u a lif ic a t io n  of a p lan  i s  of primary im ­
portance  to  the  m anagement of a sponsoring  e n te rp r is e . Although 
the  corporate  form of b u s in e s s  o rg an iza tion  h as  th e  la rg e s t  number 
of re tirem ent p lan  p a r t ic ip a n ts ,  the  t a x  advan tage  afforded a b u s in e s s  
w ith  a q ua lif ied  p lan  i s  not r e s t r ic te d  to  a co rpora tion . A so le  p ro­
prie to r or a partne rsh ip  is  ab le  to  sh a re  in  th e  ta x  advantage  a ttach ing  
to  a qua lif ied  p lan .
C hap ter  th ree  brings in to  focus one of th e  major problem s e n ­
coun tered  when providing for the  in c lu s io n  of a pension  p lan  in  the
5opera tion  of a b u s in e s s  „ W hat i s  th is  major problem ? The d e c is io n  as  
to  w hat budgetary  a rra n g em e n ts , or funding m e th o d s , are to  be u t i l iz e d  
in  providing th e  funds th a t  w ill b e  requ ired  to  meet re tirem ent b e n e f i ts .  
W hen  a method or com bination of methods for funding h a s  b een  s e le c te d ,  
th e  next s te p  i s  the  choosing  of th e  p a r t icu la r  type  of leg a l  instrum ent 
under which th is  funding is  to  be  carried  o u t .  The funding method and 
medium s e le c te d  by a p a rt icu la r  b u s in e s s  may be  dec id ed  upon as  a 
s im ultaneous a c t io n .  S ix  p r in c ip a l  funding media w ill  be  p resen ted  
along  with th e  a tten d an t accoun ting  and f inancing  a s p e c ts  of each  
medium o u tlined .
The owner or ow ners of any leg it im ate  and c o n sc ie n tio u s ly  
formed b u s in e s s  o rgan ization  know and a p p rec ia te  the  p lace  th a t  the  
em ployees ho ld  in  the  p a s t ,  p re s e n t ,  and future s u c c e s s  of the  e n te r ­
p r i s e .  The recogn ition  of the  aforem entioned fac t  has  had much to  do 
w ith  the  e s tab l ish m en t and ex p an s io n  of the  various em ployee re t i r e ­
ment benefit  p lans  th a t  are  in  opera tion  to d a y .  At th e  sam e t im e , the  
ow ners of th e  b u s in e s s  w ant to  ge t as much as  p o ss ib le  out of the  
funds expended . C hap te r  four em p hasizes  th is  la t te r  s i tu a t io n .  The 
problem of qualify ing  a  pens ion  or profit sharing p lan  a s  ou tlined  in 
th e  In ternal Revenue C ode of 1954 i s  p re sen te d  in  th is  ch ap te r .  C erta in  
o ther  earlie r  Federal le g is la t io n  is  rev iew ed  in  order to  bring the  d i s ­
c u s s io n  up to  the  po in t of the  enactm ent of the  1954 C o d e . How did 
th e  enactm ent of the  le g is la t io n  in  1954 he lp  the  employer ge t more 
out of the  d o lla rs  con tribu ted  to  the  fund or funds for the  retirem ent of
em ployees ? The con tr ibu tions  made to  a fund under a p lan  th a t  i s  q u a l i ­
f ied  by the  In ternal Revenue Serv ice  are deduc tib le  a s  ex p en se s  in 
computing the  Federal income ta x  ob liga tion  of th e  b u s in e s s .  C erta in  
l im ita t io ns  are im posed  on th e s e  deductions  by the  law . T hese l im ita ­
t io n s  w ill  be  covered  in  d e ta i l  in  the  ch ap te r  b e c a u se  they  have  a d irec t 
bearing  on the  accoun ting  req u irem en t . In an  effort to  cover a s  many 
a s p e c t s  o f th e  ta x  problem a s  p o s s ib le ,  re fe rence  w il l  be made to  the  
t a x  advan tage  afforded the  rec ip ie n t  of b e n e f i ts  from th e  p lan .
Almost w ithout ex cep tion  one of th e  f irs t  po in ts  to  be co ns idered  
w hen  en tering  into any  type  of f in an c ia l  commitment i s  th e  amount of 
p resen t  and future c a s h  ou tlay  th a t  c a n  rea so n ab ly  be expec ted  to  be 
inv o lved . The to ta l  c o s t  of a p en s io n  p lan  is  more th an  th e  dollar 
amount of benef i ts  re c e iv e d  by p e n s io n e r s . The American In s t i tu te  of 
C ertif ied  Public  A ccountan ts  deem ed th e  su b je c t  of P ension  Plan C o s ts  
important enough and of su ff ic ien t  curren t in te re s t  to  w arran t the  
i s s u a n c e  of a  re se a rc h  b u lle t in  on the  s u b je c t .  In Septem ber, 1956, 
Accounting R esearch  Bulletin  Number 47 , "Accounting for C o s ts  of 
P ens ion  P lans"  w as  p u b lish ed  by the  In s t i tu te .  This p a r t icu la r  
b u l le t in  w a s  th e  updating of chap ter  th i r te e n ,  s e c t io n  A, of A ccount­
ing R esearch  Bulletin  Number 43 , pub lished  in  1953. C hap ter  five of 
th is  study  ta k e s  th e  con ten t of th is  b u l le t in  in to  account in  developing 
th e  m ateria l concern ing  p en s io n  p lans  c o s ts ;  how ever, th e  ch ap te r  e n ­
co m p a sses  much more than  th e  in tended  lim ited  d is c u s s io n  in  the  
b u l le t in .  The b u lle t in  is  not concerned  w ith funding a s  su c h ,  w hereas
th e  d is c u s s io n  throughout th is  study is  b a se d  primarily on funding. 
Although in  the  majority of c a s e s  th e  accoun tan t  does not p o s s e s s  th e  
te c h n ic a l  tra in ing  of an  ac tu a ry ,  h is  p o s i t io n  in  the  b u s in e s s  invo lves 
not only th e  prepara tion  of f in an c ia l  s ta tem en ts  but th e  in te rp re ta t io n  
of th e s e  s ta tem en ts  for th o se  not t ra in ed  in th i s  te c h n ic a l  f ie ld .  U n le ss  
the  accoun tan t i s  thoroughly acqua in ted  w ith  th e  many re la te d  parts  of 
an a c tu a r ia l ly  sound p ens ion  p lan , th e  va lue  of h is  c o u n se l  on th is  
su b jec t  w ill  be m inim ized. Determ ining the  to ta l  c o s t  of a  pension  
p lan  i s  no sim ple m atte r .  There are c e r ta in  fixed  and c e r ta in  va riab le  
e lem ents  in  th e  com puta tion . Even though th e re  is  no p h y s ic a l  unit of 
production  for w hich a c o s t  e s t im a te  i s  to  be made as  i s  th e  c a s e  in  a 
ty p ic a l  job order or p ro c e ss  c o s t  sy s te m , th e re  i s  an ap p lica t io n  of 
c o s t  accounting  in  estim ating  the  c o s t  of so many un its  of dollar 
benef i t  to  be  d is tr ib u ted  at some la te r  d a te .
No s ing le  re tirem ent p lan  h as  had  as  much im pact on such  a large  
pe rcen tag e  of the  working popu la tion  a s  has  the  Federa l le g is la t io n  
e s ta b l ish in g  the  various com ponents of w hat i s  commonly c a l le d  Soc ia l 
S ecu ri ty .  The Federa l In su rance  C ontribution  Act of the  broad so c ia l  
secu rity  le g is la t io n  h a s  b e en  amended and expanded  s in c e  i t s  e n a c t ­
ment by C ongress  in  1935. The changes  in r a t e s ,  maximum earn ings 
per y ea r  su b jec t  to  t a x ,  and ind iv idua ls  or groups covered  by the  pro­
v is io n s  of th e  Act have  a l l  had  th e ir  e ffec ts  on the  accoun ting  req u ire ­
m ents of the  em ployer. Some of th e s e  changes  have been  in  th e  area  
of rou tine  procedural and bookkeeping m odifications and e x p a n s io n s .
Another aspect, of th e s e  chan ges  i s  the  secondary  e ffec t th a t  each  may 
have had  on th e  p lanning for the  ind iv idua l re tirem ent p lan  of th e  p a r­
t ic u la r  b u s in e s s  e n t i t y . C hap te rs  five and  s ix  of th i s  s tudy  develop 
th e  in teg ra tion  pa tte rn  of p r iv a te ly  sponsored  p e n s io n  and profit sharing 
p lan s  w ith  th e  FICA. C e r ta in  c a s e  m ateria l  i s  u se d  in  th e s e  chap te rs  
to  enab le  th e  read e r  to  se e  in  a c tu a l  p u b lish ed  reports  the  e ffec t of 
employer con tribu tions to  both type  p l a n s .
The m ajority of th e  coverage  o u tlined  so  far h a s  been  concerned  
prim arily  w ith  qua lif ied  deferred  com pensa tion  p e n s io n  p lan s  . One of 
the  b a s ic  re a so n s  for th is  d isp roportiona te  amount of sp ace  devoted  to  
pen s io n  p lans  a s  c o n tra s ted  w ith  the  amount of sp a c e  devoted  to  profit 
sharing p lan s  i s  th e  funding problem in c id en t  to  th e  former ty pe  p lan  in 
opera tion  and u se  to d a y .  C hap ter  s ix  i s  devoted  a lm ost e x c lu s iv e ly  to  
the  p re sen ta tio n  of the  accoun ting  requirem ents  of a qu a lif ied  profit 
sharing p lan .  C e r ta in  com parisons have been  drawn be tw een  the  a c tu ­
a ria l  com putations under the  pen s io n  p lan  and th e  p a rt ic ip an t  accounting  
under the  profit sharing p l a n .
The conclud ing  chap ter  in  th is  s tud y  is  in  th e  form of a summary 
ch ap ter  w ith  c e r ta in  co n c lu s io n s  p re sen te d  th a t  w ere  drawn from r e ­
search  and o b se rv a t io n s .  The l im ita tion  of coverage  in  th e  preceding  
s ix  chap te rs  to  qu a lif ied  p e n s io n  and profit sharing  p lans  in  i t s e l f  
r e s t r i c ts  the  comments in  th e  conclud ing  chap ter  to  po in ts  pertinen t to  
th o se  two type  p la n s .  The s iz e  and com plexity  of th e s e  p lans  has 
brought in to  co n ten tion  th e  poin t of w hether or not they  should be  thought
of as  fringe b e n e f i ts -  The c la s s i f ic a t io n  of employee re tirem ent benefit  
p lan s  a s  fringe b e n ef i ts  or o therw ise  h as  no s ig n if ican t  bearing on the  
accounting  and financing a s p e c ts  of the  su b je c t ,  there fo re  th e  trea tm ent 
accorded  th e s e  p lan s  in  th is  paper has  b e en  th a t  of an  independen t a c ­
counting  and financing  problem th a t  has  b lossom ed  in  th e  p a s t  d e ca d e .  
W hat does  th e  future hold  for th e s e  p la n s ?  Much of th e  answ er to  th is  
q u e s t io n  may come from th e  future h ea l th  of our econom y. If many of 
th e s e  p lans  have  been  c o n s t i tu ted  w ith  a t a x  saving a s  th e  primary c o n ­
s id e ra t io n ,  l e s s  p ro fitab le  y ea rs  w ith  a p o ss ib i l i ty  of lower ta x  ra te s  
may w e ll  s e e  a d ec line  in  the  number and s iz e  of th e  p lans  in  opera tion  
to d ay  and a r e s i s ta n c e  on the  part of management to  inaugura te  new 
p la n s .  If on th e  o ther hand the  sp read  of the  popularity  of th e s e  p lans 
h as  re su l te d  from nego tia t ions  b a se d  on mutual benefit  c o n c e p ts ,  a 
d e c l in e ,  i f  and when it  c o m es ,  in  our g ro ss  na tiona l product may not 
bring w ith  i t  any ap p rec iab le  d e c l in e ,  p e rc en ta g ew ise  at l e a s t ,  in  the  
number and  s iz e  of the  p l a n s . The a c c o u n ta n t , c o n tro l le r , and o ther 
top  leve l  management w ill  be faced  w ith th e  major po in ts  conn ec ted  
w ith  qua lif ied  pension  and profit sharing p lan s  in  th e  future to  a g rea te r  
degree  th an  th e s e  problem s e x is t  to d ay . The p re sen t  magnitude of th e  
ob liga tion  im posed on th e  company in  accoun ting  for and managing i ts  
p e n s io n  fund is  ev idenced  by the  following inform ation: "In 1957, 
p en s io n  funds w ere  the  la rg e s t  ne t p u rchaser  of common stock; th e  
$1 b ill ion  worth they  bought w as  th e  equ iva len t to c lo s e  to  30% of a ll 
new stock  i s s u e d . . . . .  .In  a few c a s e s — such  as  S e a rs ,  Roebuck—th e
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C om pany 's p ens ion  fund has  becom e the  com pany 's  b ig g e s t  s to c k ­
holder.*’1
1
"The S tartling  Impact of P riva te  Pension  F u n d s ,"  B u s in ess  W e e k , 
1535 (January 31, 1959), p .  92.
CHAPTER II
THE EMERGENCE AND GROWTH OF PENSION AND 
PROFIT SHARING PLANS
The though t of secu r i ty  i s  an  item  of utmost im portance in  the  
minds of many e m p lo y e e s . W hat ram ifica tions  does th e  concep t of 
secu ri ty  have  to  the  a c c o u n ta n t ,  the  law y er ,  m anagement in  g e n e ra l ,  
the  labor force  both ind iv id ua lly  and c o l le c t iv e ly ,  and to  th e  every day 
man in  th e  s t r e e t?  Security  ce r ta in ly  g o es  much d eep e r  th an  the  mere 
a s su ra n c e  th a t  under ordinary  cond itions th e  ind iv idua l w ill  b e  ab le  to  
m ain tain  h is  p resen t  p o s i t io n  and earn  a liv ing for h im se lf  and h is  
fam ily . The re a l iz a t io n  th a t  each  of u s  w il l  a ll  too  soon reach  th e  age  
at w hich  our p roductiv ity  and c o n seq u en tly  our e ffec tive  earning power 
w ill  be  e i th e r  g rea tly  redu ced  or com ple te ly  te rm ina ted  le a d s  each  of 
us to  s tr ive  for secu rity  in th e  s e n s e  of independence  a fte r  re tirem ent 
from ac t iv e  endeavo r.  Only a sm all segm ent of the  popu la tion  would 
be w ill in g  to  accep t  outright dole if m eans of s e l f  su s te n a n c e  are not 
p reven ted  by some force beyond th e  contro l of the  in d iv id u a l.  In th e  
rem aining p a g es  of th i s  ch ap te r  the  fac to rs  and ev en ts  lead ing  to  the  
e s ta b l ish m e n t ,  m ain ten an ce , and growth of two of th e  p rincipal 
d e fe rred -b en ef i t  type  em ployee benefi t  p lans  w ill  be  enum erated . Both 
pen s io n  and profit sharing p la n s  w ill  be  covered  w ith  the  em phasis  
p la c e d  on p en s io n  p lan s  .
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Although th e  human re la t io n s  s ide  of th e s e  p la n s  must be  c o n ­
s id e red ,  the  f in an c ia l  im pact on th e  employer of th e  e s tab l ish m en t and 
con tinuation  of the  p lans  i s  of b a s ic  co n s id e ra tio n  in  th is  s tu d y . The 
accounting  and financing  te c h n iq u e s  and p rocedures  u t i l iz e d  in  c o n n e c ­
tion  w ith  th e s e  p lans  form th e  core of th is  w ork.
WHY BENEFIT PLANS ?
Superannuated  Em ployees—One of th e  p rinc ipa l rea so n s  for and 
the  v a lu e  re su l t in g  from an  e ffec tive  re tirem ent p lan  is  th e  sy s tem atic  
removal of em ployees th a t  are no longer ab le  to  render th e  se rv ice  r e ­
quired  in  a b u s in e s s  th a t  i s  opera ting  in  a h ighly  com petit ive  s o c ie ty .
If an equ itab le  pens ion  or re tirem ent p lan  i s  not in  opera tion  in  a 
pa r t icu la r  b u s in e s s ,  th e  m anagem ent of th a t  b u s in e s s  i s  o ften  re lu c tan t  
to re p la c e  th e  sup e rannua ted  employee w ith  a younger and th e o re t ic a l ly  
at l e a s t  more e ff ic ien t w orker. If a w orkable  re tirem ent p lan  i s  in  o p e ra ­
t io n ,  managem ent can  fee l  th a t  th e  em ployee upon reach ing  re tirem ent 
age h a s  been  provided a m easure  of secu ri ty  and se l f  s a t is fa c t io n  in  
rece iv ing  b e n e f i ts  th a t  he  has  ea rn ed .
Pension  p lan s  should  not be  regarded  l ig h t ly .  They shou ld  not be 
con s idered  a s  a do le , char i ty  or "som ething  for n o th in g ."  "They 're  no 
longer co n s id e red  a gift bes tow ed  by  an employer on h is  fa ith fu l em­
p lo y ee ,  but ra th e r  a sort of deferred  w age w hich  a worker h a s  earned  
by h is  sw eat and l a b o r . T h e  w ords of th e  s ta ff  w rite r  of B u sin ess
^B usiness  W e e k , o p . c i t . , p . 91 .
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W eek seem  most appropria te  to d ay  w hen  one h ears  so much unfounded 
c r i t ic ism  by misinform ed in d iv id u a ls  a llud ing  to  th e  amounts th e  U nited  
S ta te s  Government i s  g iv ing  to  in d iv idua ls  covered  by th e  Federal 
In su rance  C ontribu tion  A c t . Paym ents made to  covered  ind iv idua ls  
under th e  aforem entioned Act come from a fund c re a te d  by the  co n tr ib u ­
t io n s  of both the  employee and em ployer. The p rin c ip a l  of th i s  fund is  
augm ented  by in te re s t  rec e iv e d  from in v es tm en ts  made w ith  id le  c a s h .  
More em ployees are covered  under th is  one re tirem ent p lan  th a n  under 
any one o ther s in g le  p lan  in  opera tion  to d a y .  The b a s ic  accoun ting  r e ­
quirem ents p lac ed  on th e  b u s in e s s  a s  a r e su l t  of th is  le g is la t io n  w ill  
be d is c u s s e d  in  the  appropria te  chap te r  of th is  s tu dy .
Supplem enting of S o c ia l S ecurity  B e n e f i ts—Although th e  b en e f i ts  
under the  Soc ia l Security  Act have  b een  in c re a s e d  in rec en t  y e a r s , the  
co s t  of liv ing  h a s  in c re a se d  a s  rap id ly  or more rap id ly  from a pe rcen tage  
s tan d p o in t .  The need  for th e  company to  supplem ent th e  Soc ia l  Security  
b e n e f i ts  of i t s  em ployees h as  b e en  reco g n ized  by m anagem ent. The 
recogn ition  of th is  need  i s  not r e s t r ic te d  to  th e  d es ire  of management 
to  keep  em ployee morale a t  a h igh  le v e l .  The inna te  co n s id e ra tio n  of 
one ind iv idua l for ano ther h a s  had  much to  do w ith th is  fac e t  of the  
overall re tirem ent sy s te m . O ther fac to rs  have  had  th e ir  d is t in c t  i n ­
fluence  on management in  providing supp lem enta l b e n e f i ts  to  re tired  
w orke rs .  Mr. Jay V. Strong l i s te d  th e  following fac to rs :  The In ternal 
Revenue Act of 1942, by perm itting ta x  c red it  for bona fide  pen s ion  and 
profit sharing  p l a n s , encouraged  p r iva te  in du s try  to  supplem ent so c ia l
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secu rity  re tirem ent b enefi ts ;  W orld W ar II ,  w ith  i ts  demands for labo r and 
i t s  w a g e - s ta b i l iz a t io n  program s, c a u se d  many com panies to  inaugura te  
th e s e  p la n s  in  order to  r e ta in  workers; an d , union demands have re s u l te d  
in  the  e s tab l ish m en t  of la rg e  numbers of re tirem ent p lans  through c o l l e c ­
t iv e  bargain ing  „ ^
Labor Turnover—It i s  very d iff icu lt  to  m easure  o b jec tiv e ly  th e  
exac t  e ffec t of a  re tirem ent p lan  on th e  labor turnover ra te  of a p a r ­
t ic u la r  b u s in e s s .  Many fac to rs  o ther th a n  the  re tirem ent p lan  offered by 
a p a r t icu la r  employer w ill  en te r  into  th e  d e c is io n  of an ind iv idual e ithe r  
to  rem ain w ith  h is  p re sen t  employer or to  leave  and acc ep t  a pos it ion  
e ls e w h e re .  It i s  fe a s ib le  to  sa y  th a t  an  em ployee , e sp e c ia l ly  if  he  has  
reach ed  middle a g e ,  w ill  w eigh  h eav ily  h is  v e s te d  in te re s t  in the  r e t i r e ­
ment p lan  of h is  p resen t  employer in  making a d e c is io n  of a con tem plated  
move. A sound o bse rva tio n  i s  th a t  m anagem ent, in  g e n e ra l ,  f ee ls  th a t  
an  a t t ra c t iv e  re tirem ent p lan  w ill  ten d  to  produce a lower labor turnover 
ra te  e sp e c ia l ly  w ith  th e  em ployees th a t  have  had  se rv ice  w ith th e  
company beyond a mere t ra in in g  or ap p ren t icesh ip  period . Some of th e  
fac to rs  to  be  cons idered  in  making an a p p ra isa l  of the  e ffec t of p en s ion  
p lan s  on labor turnover are a s  fo llow s:
The co n se rv a t iv e  opinion would  seem  to demand 
a qua lif ied  view point of p e n s io n  p lan s  in  re la t io n  to 
th e ir  e ffec t on labo r tu rnover. These qu a lif ic a tio n s  
would re la te  m ainly to  th e  na tu re  of an industry ; the
9
Jay V. S trong, Employee Benefit P lans in  O p era tion  (W ashington, 
D . C . :  The Bureau of N ationa l A ffa irs , I n c . ,  1951), p .  3 .
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com position  of the  working force  of a p a r t icu la r  
en te rp rise ;  th e  ad eq uacy  of th e  w ag e  or s a la ry  
sc a le  m ain tained; th e  e x is te n c e  of other em ployee-  
benefit  p lan s ;  and th e  l ib e ra l i ty  of th e  p e n s io n  plan 
i t s e l f .^
Recruiting Aid—As poin ted  out e a r l ie r  in  the c h a p te r ,  s e c u r i ty ,  
w ith  a l l  of i ts  im p l ic a t io n s ,  h a s  becom e an  important factor in  th e  
d e c is io n  of a young p e rso n  in  accep ting  a p a rt icu la r  o ffer of em ploy­
ment and  to  an o lder  pe rson  in  making a d e c is io n  as  to  w hether h e  will 
or w il l  not m ove. The company w ith  a w e ll  o rgan ized  and adm inistered  
re tirem ent plan h a s  a  se l l ing  point in  th e  recru iting  of p ro sp ec t iv e  em­
p lo y e e s .  Q u e s t io n s  a sk ed  company re p re se n ta t iv e s  b y  s tu d en ts  
g raduating  from C o lle g e s  and U n iv e rs i t ie s  a re  pe rt in en t to  th is  p a r ­
t ic u la r  p o in t.  M any of the  q u e s t io n s  such  a s  sa la ry ,  exac t n a tu re  of 
the  w o rk , geograph ica l lo c a l i ty ,  e t c . , are  more or l e s s  rou tine . How­
ev er ,  th e  q u es tio n  "What type  of re tirem ent p lan  do es  th e  p a rt icu la r  
company have in  o p e ra t io n ? "  i s  be ing  a s k e d  company re p re se n ta t iv e s  
more and  more by  p ro sp e c t iv e  e m p lo y e e s . C om petitive  advan tage  or at 
l e a s t  equal advan tage  in  re sp e c t  to a re tirem ent p lan  a v a i lab le  in  a 
g iven  company i s  a  d is t in c t  fac to r  to  be  co n s id ered  in  p resen t day  r e ­
c ru i t in g .  The top  men av a i la b le  to  indus try  upon g raduation  from school 
w ill  o f ten  make a d e c is io n  b a se d  on one pa rt icu la r  fea tu re  o ffered  by a 
p a r t icu la r  com pany. This fea tu re  a ffec ting  th e  d e c is io n  can v e ry  well 
be the  p o ss ib i l i ty  of securing  adequa te  re tirem ent b e n e f i ts  w hen  tha t  
pe rson  reaches  re tirem ent a g e .
3  H u g h  O 'N e i l l ,  Modern Pension  P lans (New York: P re n tic e -H a ll ,  
I n c . ,  1947), p p . 5 - 6 .
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Esprit de C o rp s—The morale problem i s  an ever p resen t  th rea t  to  
th e  lea d e rs  of any group of in d iv id u a ls .  The armed fo rc e s ,  a  football 
team , a church group, and ce r ta in ly  the  management of a b u s in e s s  
o rgan iza tion  re a l iz e  th e  im portance of e sp r i t  de c o rp s .  If an em ployee 
fee ls  th a t  he h a s  a ch ance  for advancem ent w ith  h is  com pany, he 
ord inarily  w il l  put forth more effort to  prove th a t  he w arran ts  a promo­
t io n .  In  w hat w ay  can  a re tirem ent p lan  provide th is  in c e n t iv e ?  A 
re tirem ent p lan  can  a s su re  th e  younger worker th a t  th e  o lder workers 
who a re  holding h igher and b e tte r  paying p o s i t io n s  w il l  be re tired  in  a 
sy s te m a tic  m anner, th us  providing p la c e s  at th e  top sooner th an  under 
cond itions w here  o lder em ployees are  re ta in e d  and "pens ioned"  on th e  
jo b .  This fea tu re  coupled  w ith  the  know ledge th a t  th e  retirem ent 
b e n e f i ts  in  most c a s e s  are  re la te d  d irec tly  to  earn ings  during em ploy­
ment ten d  to in s t i l l  a g rea te r  s e n s e  of loya lty  and team  work among a ll  
em p loy ees , subo rd ina tes  and su p e r io rs .
Product A cce p tan c e —Irre sp ec tiv e  of w he ther  th e  b u s in e s s  i s  of 
th e  s e rv ic e ,  t rad in g ,  or m anufacturing ty p e ,  the  a c c e p ta n c e  of the  end 
product of th e  efforts  of th e  em ployees and th e  owners of th e  b u s in e s s  
is  of prime im p o r tan c e . In a h ighly  in d u s tr ia l iz e d  community it  i s  
n e c e s sa ry  to  co n s id e r  w ha t i t  m eans to  have  good pub lic  re la t io n s  in  
a com pany. Each em ployee i s  an in d iv id u a l ,  not m erely a number on 
a tim e t ic k e t  or a da ily  perform ance repo rt .  If a pe rson  is  happy in  h is  
work and fe e ls  th a t  he  h as  s e le c te d  a good company to  work for, he  i s  
going to  sp read  th e  n e w s . Each and every  em ployee can  be  an
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am bassado r  help ing  to  build  good pub lic  re la t io n s  for h is  com pany. A 
w e ll  adm in is te red  p en s io n  or profit sharing p lan  in  a  company can  do 
much to  in fluence  th e  ind iv idua l em ployee to  t e l l  o th e rs  w hat h is  
company has to  offer. "A re tirem ent p lan  is  a pa r t icu la r ly  important 
in f luence  upon public  re la t io n s  s in c e  a comfortably re t i red  employee 
is  a  co n s tan t  rem inder to  th o se  about him of th e  s in c e re  and continued  
in te re s t  of h is  former employer in  th e  w elfa re  of i ts  o ld  and faithful 
e m p lo y e e s .
As Eric Johnston , former P res iden t of th e  U . S .  Chamber of 
Com merce, h a s  put i t :
It is  good b u s in e s s  to  c re a te  d ep rec ia tio n  
re se rv e s  for rep lacem ent of manpower in  th e  same 
manner th a t  such  re s e rv e s  are commonly s e t  up for 
th e  rep lacem en t of o b so le te  p lan t eq u ip m en t. The 
c o s t  of th is  rep lacem ent i s  am ortized in  th e  sam e 
manner over a  period of y e a rs  through th e  m ain tenance  
of th e  re tirem ent p rogram .^
HISTORICAL BACKGROUND
According to  the  U . S .  Departm ent of Labor th e  f i rs t  formal in ­
d u s tr ia l  p ens io n  system  in America w as  th a t  of the  Grand Trunk Railway
g
of C an ad a  w h ich  w as o rgan ized  in  O ctober, 1874. In th e  U nited  S ta te s  ,
^S trong , op.. c i t . ,  p . 9 .
^The Diamond Life B ulle tins on P ens ion  and Profit Sharing P lans 
(C incinnati:  The N ational Underwriter C om pany), p .  9 .
®U . S . Departm ent of Labor, "Fifth Annual Report of the  
C om m issioner of Labor, 1889 W ash in g to n , 1890, p .  28.
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th e  American Express Company la y s  f i rs t  c la im  in  th e  priority  of pens ion  
in s ta l la t io n  in  1875 J
One of th e  e a r l ie s t  profit sharing  p lan s  e s ta b l is h e d  in  th e  United 
S ta te s  w as  in  1794 by Albert G a l la t in  a t  the  g la s s  w orks at New G eneva , 
P ennsylvan ia .®  Almost a  cen tury  la te r  th e  Baltimore and Ohio Railway 
and the  Procter and Gamble Company e s ta b l is h e d  p lan s  th a t  have  b een  
con tinued  w ith  m odifica tions to  th e  p re sen t  t im e .
The te n  year  pe rio d , 1910-1920, found a m odest in c re a s e  in  the  
number and type  of re tirem ent p lan s  in  industry  in  th e  U nited  S t a t e s . 
Some extra  im petus w as  g en era ted  in  re s p e c t  to p en s io n  p lans  during 
th e  y e a rs  of W orld W ar I . The d e s ire  of managem ent to  m ain tain  i ts  
labo r force w ith  a s  l i t t l e  labor turnover a s  p o s s ib le  during th e  w ar y ea rs  
a cc o u n ts  for some of the  added in te re s t  in  the  e s tab l ish m en t and m ain­
te n a n c e  of pens ion  p lan s  during th o se  y e a r s .  Im m ediately  a f te r  W orld 
W ar I and until  th e  d e p re ss io n  of th e  1 9 3 0 's ,  the  co n tinuance  of e x i s t ­
ing  p en s io n  p lan s  and th e  e s tab l ish m en t of new p lan s  con tinued  at a 
m oderate r a t e .  The d e p re ss io n  y ears  of th e  1930 's  c a u se d  a marked 
d e c l in e  in  th e  in s ta l la t io n  of new re tirem ent p l a n s . "Then w ith  improved 
cond it ions  i t  p icked  up sp e e d ,  moved in to  a gallop  during W orld  W ar II ,
7
Murray W . Latim er, In dustr ia l  P en s ion s  System s (New York: 
Industr ia l  P ension  C o u n s e lo r s , I n c . ,  1932), Vol. 1, p .  21 .
O
°Harry W alker H epner, Human R ela tions in  Changing Industry  
(New York: P re n t ic e -H a l l , I n c „, 1934), p .  481 .
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Q
and w as  soon  flying with th e  speed  of a modern P e g a s u s . "
W ill  a r e c e s s io n  a n d /o r  dec lin ing  ta x  r a te s  c a u se  an  abandonment 
of many ex is tin g  p lan s  and th e  curta ilm ent of th e  e s tab lish m en t of new 
p la n s ?  This i s  a q u e s t io n  th a t  is  y e t  unansw ered . Up un til  th is  time 
w e have  not experienced  in  th e  U nited  S ta te s  a major r e c e s s io n  s in c e  
th e  c lo s e  of e ithe r  W orld W ar II or th e  Korean c o n f l ic t .  It i s  conceded  
th a t  many in d u s tr ie s  were in fluenced  in  the  e s tab l ish m en t of re tirem ent 
p lan s  during the  1940 's by th e  high profits  and  large corpora te  and 
p e rson a l  income t a x  r a t e s .  If i t  is  t ru e ,  as  many have vo iced  the  
op in ion , th a t  th e  re tirem ent p lan  h as  becom e an in teg ra l part of the  
b u s in e s s  p lan n in g , the  in d u s tr ia l iz ed  United S ta te s  w il l  not l ike ly  drop 
th is  popular method of re tirem ent s e c u r i t y . If and  w hen b u s in e s s  c o n ­
d itions  show a marked d e c l in e ,  we may find some s lacken ing  in  th e  
in troduction  of new p lans  .
At th e  c lo s e  of 1958 th e re  w ere  over 4 .9  million persons  in  the  
United S ta te s  covered  by 25 ,730 in su re d  p ens ion  p la n s .  The y e a r  of 
1957 se t  a  record for net in c re a s e s  in  number of persons covered , 3 85 ,0 0 0 , 
and in  r e s e r v e s ,  $ 1 .6  b i l l io n .  The in c re a s e s  in  1958 w ere  somewhat 
l e s s  th an  in  1957 . Group a n n u it ie s  of e ithe r  th e  conven tiona l or th e
I
deposit  adm in is tra t ion  type  accoun ted  for over 80 per cen t  of the  p e r ­
sons covered  by in su re d  p e n s io n  p lan s  in  rec en t  y e a r s . Group annuity  
c o n trac ts  to ta l in g  6 ,800  in  1958 covered  over 3 .9  m illion p e rs o n s .  At
9L. J . Ackerman and W . C . McKain, J r . , "Retirement Progress for 
Industr ia l  W orkers , 11 Harvard B u siness  R eview , XXX (July, 1952), 98 .
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th e  end of 1958 th e re  w ere  about 14 m illion p e rso n s  covered  by non -
10in su re d  p rivate  pens io n  p lan s  .
Three D is t in c t  P e r io d s—In trac in g  the developm ent of pension  
p lan s  in  the  U nited  S ta te s ,  th ree  d is t in c t  periods are  e v id e n t .  The 
f i r s t  period  covers  the  y e a rs  from 1900-1925 . Prior to  1900 there  w ere  
so  few pen s io n  p lans  in opera tion  th a t  the  turn  of th e  tw e n tie th  cen tury  
w il l  be  u sed  a s  the  e a r l ie s t  date  for th e  e s tab lish m en t of re tirem ent 
p lan s  of any m agnitude. During th is  f i r s t  tw en ty -f iv e  y e a rs  of the  
tw e n tie th  cen tury  the  m ajority  of th e  p lan s  w ere  com pany-adm in is te red  
p l a n s . “By a  com pany-adm in is te red  pension  p la n  is  meant one in  w hich  
both  th e  adm in istra tion  and the  f in an c ia l  control of the  p la n  in  w hole or 
part  i s  a t  th e  d isc re t io n  of th e  em ployer or m an ag em en t ." '1' 1 In th is  
early  period  a d is t in c t io n  w as  drawn be tw een  an  informal and  a formal 
pen s io n  p la n .  The informal p lans  of th i s  era v e s te d  in  management th e  
r igh t to  determ ine such  th in g s  as  w h ich  em ployees should  rece iv e  
p e n s io n s ,  w hen  the  p e n s io n s  w ould  be  pa id , th e  amount of the  p e n s io n s ,  
and  other d e c is io n s  w hich rendered  th e  p lan  u n a ttrac t iv e  to  the  em ployee . 
S ign if ican t chang es  took p la c e  in  th e  e s tab l ish m en t  and adm in is tra tion  
of th e  formal p en s io n  p lans  of th is  tw e n ty -f iv e  y e a r  p e rio d . The most 
s ig n if ican t  of th e s e  changes  came in  th e  adm in istra tion  of th e  p lan  and
IQl i f e  In su rance  Fact Book (New York: In s t i tu te  of Life 
In su ra n c e ,  1959), p .  3 6 -3 8 .
11O lN e i l l , op . c i t . , p . 32.
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th e  financing  of the  p l a n . It may w e l l  be th a t  th e s e  ch an g e s  referred 
to  above had  much to  do w ith  th e  fu ture  developm ent of p en s io n  p lan s  
on a wide s c a l e .  It i s  ev iden t th a t  the  accounting  and financing  
problem s re la te d  to th e  ea r l ie r  inform al p lans  w ere  m eager a s  compared 
to  th e  very com plex and rig id  requ irem ents of our modern pen s io n  p l a n s .
A lac k  of ad equ a te  f in an c ia l  p rov is ion s  in  the  ea r ly  pension  
p lan s  fo llow ed the  ra th e r  broad u n c e r ta in t ie s  of the adm in is tra t ion  and 
th e  p lan  i t s e l f .  A p a y -a s - y o u - g o  concep t w a s  followed by the  m ajority 
of th e  com panies  in m aking paym ents  to  re t i red  e m p lo y e e s . O perating 
r e s u l ts  of th e  company for a p a r t icu la r  f is c a l  period  ex e r ted  a g rea t  i n ­
f luence  on th e  amount o f the  p e n s io n  paym ents for th a t  p e riod , on 
w he th er  the  paym ents w e re  to be su sp en d e d  or d isc o n tin u ed , and on 
w he th er  accum ula ted  earn ings  of prior periods would be  u se d  for p e n ­
s io n  p u r p o s e s .
"As management becam e c o n sc io u s  of th e  f in an c ia l  problem of
providing p e n s io n s ,  som e a ttem pts w ere  made to  a n t ic ip a te  assum ed
p e n s io n  ob liga tio ns  by  se t t in g  up r e s e r v e s .  This came to  be known as
12th e  b a la n c e - s h e e t  r e s e rv e  sys tem  for p e n s io n s ."  The " re se rv e s"  
th a t  were e s ta b l is h e d  w ere  more th a n  merely an  in te rna l bookkeeping 
e n try .  The b a s ic  shortcoming of th e  amount provided r e s t e d  in th e  i n ­
experience  of managem ent in e s t im atin g  the  amounts th a t  would be  r e ­
qu ired  to  m eet the  paym ents w hen d u e .  In su rance  co m pan ies ,  a c tu a r ie s ,
^ I b i d . , p . 36 .
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a n d  tra ined  personnel in  accounting  had not en te red  the  f ie ld  of em ployee 
re tirem ent accounting  and  financing  at th is  p a r t icu la r  t i m e . M anagem ent 
la c k e d  the  expert  adv ice  th a t  w as  needed in  p ro jec ting  ex p ec ted  future 
ex p en d itu re s  demanded by  the  p la n s  con ta in ing  con trac tua l com m itm ents . 
U nder early  p la n s ,  funds se t  a s id e  for the paym ent of p en s ion s  cou ld  be 
in v e s te d ,  a lm o st  w ithout e x cep tio n , w ith in  th e  d isc re tion  of th e  m anage­
m ent of th e  pa rt icu la r  com pany. The inves tm en t of the  funds in  th e  stock  
o f  the  com pany i ts e l f  w a s  not uncommon. In a  d isa s tro u s  y ear  involving 
sm alle r  ea rn in g s  and co rrespond ing ly  lower m arket va lue  of the  sh a re s  of 
s to c k ,  the  accum ula tions  in the  fund were in ad eq u a te  to  meet paym ents 
requ ired . C on tr ibu tions to  th e  fund were m ade in  many c a s e s  w ithout 
r e s p e c t  to  n e c e s sa ry  fu tu re  d isbursem ents  to  b e  made from the  fund. 
P ro fitab ility  of opera tions of the  concern  for a  pa rt icu la r  y ea r  w as  in 
m any c a s e s  th e  decid ing  fac tor a s  to  what s i z e  addition  would be  made 
t o  the  fund. In r e t ro sp e c t ,  i t  i s  e a s y  to  s e e  w hy the method of f in a n c ­
in g  of th e s e  early  p e n s io n  p lans h a d  to be d ra s t ic a l ly  re v is e d  if any 
w orkable  and  continuing program of re tirem ent benefits  w a s  con tem ­
p la te d .  The en trance of th e  in su ra n ce  com panies  into th e  fie ld  of p e n ­
s io n  planning and adm in is tra tion  h a s  had a s ig n if ican t  p lace  in  th e  rapid  
developm ent and expansio n  of th e  p l a n s .
The seco n d  period  or p h ase  of developm ent in  the  f ie ld  of p e n ­
s io n s  covers  th e  period from 1925 through 1942 . In G reat Britain very 
few  pension  p lans  w ere  being  o p era ted  through in su rance  com panies 
p r io r  to 1930. By 1935, how ever, i t  is  e s t im a te d  that over 1 ,000
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13pen sio n  p lans  w ere  u til iz ing  th e ir  se rv ices ,,  After 1930, in  th e  U nited 
S ta te s  th e  growth of th e  group annuity  p lan  w a s  rap id . One of th e  under­
lying re a so n s  for the  rap id  growth of th is  type  p lan  i s  th a t  the  ad m in is ­
t ra t io n  and f in an c ia l  r e s p o n s ib i l i t ie s  of opera ting  the  p lan  r e s t s  w ith  
the  in su ran ce  com pany. For c la r if ic a t io n ,  an  annu ity  may be  defined  
a s  a s e r ie s  of annual money p ay m en ts .  W hat a re  some of th e  ad v an tag es  
th a t  th is  type  p lan  offered a s  compared w ith  th e  e a r l ie r  p a y -a s - y o u -g o  
or " rese rve"  p lan s  d is c u s s e d  p re v io u s ly ?  Accuracy through m athem atica l 
formulae for th e  accum ula tion  of th e  funds requ ired  w as  su b s ti tu ted  for 
th e  judgment d e c is io n s  of untra ined  pe rso n n e l  in  a c tu a r ia l  com pu ta tio ns . 
Another im portant advan tage  concerns  th e  in ves tm en t of the  funds p ro ­
v id ed .  No longer would the  se c u r i t ie s  of th e  p a rt icu la r  company be 
a c c e p ta b le  a s  inves tm en t se c u r i t ie s  for th e  p e n s io n  fund of th a t  
p a rt icu la r  com pany. This p reced ing  dictum  ap p lied  to  th e  period  under 
c o n s id e ra tio n  in  th is  s e c t io n .  As in d ic a te d  by th e  inform ation p resen ted  
in  C hapter I ,  th e re  h a s  b e e n  a dec ided  change  in  th e  th ink ing  and  in  the  
s ta tu te s  of some s ta te s  w ith  re s p e c t  to  perm itting th e  p en s io n  p lan  funds 
of a p a rt icu la r  company to  be in v e s te d  in  s tock  of th a t  com pan y .
"A con trac tua l  agreem ent by the  em ployer to  pay  a  p en s io n  to  a 
sp e c if ic  employee if  th e  group annuity  p lan  should  be m ain tained  until  
such  em ployee 's  re t irem en t,  or th e re a f te r ,  w a s  rare ly  an  ingred ien t of
l^A. D . K. Owen, "E m ployees’ Retirement Pension  Schem es in  
G reat Britain , " In terna tional Labour R ev iew , XXXII, N o. 1, (July,
1935), 96 .
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early  group annu ity  p lans ^  The preced ing  apparen t ind ic tm ent of 
th is  type  p lan  n eed s  c la r if ic a t io n .  The in su ran ce  company would be 
unable  to  c a lc u la te  p en s io n  requirem ents u n le s s  m anagem ent made 
a v a i la b le  to  the  in su ran ce  company th e  nam es of th e  em ployees to  be 
covered  under th e  p a rt icu la r  p la n .  D iscrim ination  by  management 
cou ld  be  p rac t ic ed  be tw een  groups of em p loy ees , however th e  in c lu s io n  
of a ll  em ployees in  a p a rt icu la r  group or c la s s i f i c a t io n  of employment 
w as  n e c e s s a ry .  Many p re rog a tives  s t i l l  r e s te d  w ith  the  managem ent of 
a company e sp e c ia l ly  if  th e  p lan  w as  a non-con tr ibu to ry  t y p e .
The period  from 1942 until  th e  p re se n t  da te  em braces th e  th ird  
period  of developm ent of p en s io n  p l a n s . Our contemporary p lan s  are 
ch a rac te r ize d  by th e  in su red  and th e  se lf -a d m in is te re d  type  p l a n s .
The popularity  of the  in su red  type  p lans  in c re a s e d  w ith  th e  advent of 
the  ind iv idua l annu ity  po licy  p la n .  The en tran ce  of banks in to  the  
fie ld  of p en s io n  fund managem ent c re a te d  a  s tim ulus for th e  adoption 
of th is  type  p la n .  Two o ther  fac to rs  ch a rac te r iz in g  th is  th ird  period  
must be  c o n s id e re d .  The in c re a s in g  ra te s  on p e rso n a l  and corporate  
income for income ta x  pu rposes  coupled  w ith  the amendment in  1942 
of the  se c t io n  of th e  In te rna l Revenue Act concerned  w ith  em ployee 
pens io n  and profit sharing  p lans  had  a marked in fluence  on p lan  ado p ­
t io n  and c o v e ra g e .
The prev ious d is c u s s io n  h a s  been  cen te re d  on both pen s io n  and
140 'N e i l l ,  0 ]D„ c i t , , p . 39 ,
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profit sharing  p lans for e m p lo y ee s .  This background m ateria l  i s  p e r t i ­
nen t to  th e  in troduction  of th e  more sp e c if ic  pa rt  of th is  study  w hich  is  
concerned  w ith  the  q u a lif ied  type  benefit  p la n .  The rap id  r i s e  in  
popu larity  of th is  type  p lan  may be  t r a c e d ,  in  part a t l e a s t ,  to  the  
sp e c ia l  ta x  advantage  acco rded  to  p e n s io n ,  profit sharing  and stock  
bonus t r u s t s ,  and non tru s teed  group a n n u it ie s  afforded by se c t io n  401(a) 
of th e  In ternal Revenue Code of 1954= This s e c t io n  of th e  Code o u t­
l in e s  th e  requ irem ents n e c e s s a ry  for q u a lif ic a tio n  of th e  p lan .
The Diamond Life B ulle tins of th e  N a tiona l Underwriter Company 
in d ic a te d  th a t  la te  in  1957 th e re  w ere  about 9 ,0 0 0  p lans  in  opera tion  of 
th e  deferred  profit sharing  t y p e . - ^  S ta t i s t ic s  av a i la b le  in d ic a te  th a t  
many sm all com panies a re  adopting th is  type  p la n .  In th e  l a s t  quarter  
of 1955 th o se  p lans  approved by the  governm ent a s  qua lif ied  p lans 
averaged  f if ty - th ree  p a r t ic ip a n ts  e a c h . Further ev idence  of th e  growth 
in  popu larity  of deferred profit sharing  p lans  i s  th e  fac t  th a t  during th e  
f i r s t  quarter  of 1957 th e  Pension  and Profit Sharing D iv is ion  of the  
In te rna l Revenue Departm ent q ua lif ied  746 new profit sharing  p lans  
compared w ith  979 p e n s io n  p la n s .
THE FUTURE OUTLOOK FOR BENEFIT PLANS
In any attem pt to  p red ic t or fo recas t  th e  future popularity  and u se  
of em ployee benefit  p lan s  it i s  n e c e s sa ry  to  s e t  down very  c le a r ly  w ha t
■^The Diamond Life B u lle t in s , o p . c i t . , p .  47 .
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ty p e  of b e n e f i ts  are  be ing  c o n s id e re d .  The type of profit sha ring  plan 
u til iz ing  a schem e of current d is tr ib u tio n  of a p e rcen tag e  of th e  earn ings 
to  the  em ployees i s  exc luded  from co n s id e ra tio n  a t  th is  p o in t .  Why 
should  th is  ty p e  p lan  b e  excluded  from c o n s id e ra t io n ?  One b a s ic  rea so n  
for e x c lu s io n  is  th a t  th is  type  p lan  i s  not a "p lan" in  th e  s t r ic t  s e n se  
of the  term a s  u sed  in  th is  p a p e r .  A current d is tr ib u t io n  of earn ings  
to  em ployees should be  thought of more properly  a s  a  type  of bonus 
arrangem ent. The outlook for th e  e s ta b l ish m e n t ,  c o n tin u a n c e ,  and 
expansion  o f p ens io n  and profit sharing  p lan s  w ill  be  l im ited  here  to 
th e  q ua lif ied  p lans  under the  In ternal Revenue C ode of 1954.
Bargaining on P ens io ns  — "A recen t s tudy  of n ea r ly  500 b u s in e s s  
firms re v e a ls  th a t  fu lly  80% of th e  p e n s io n  p lan s  e s ta b l is h e d  by  them 
s in ce  1949 w ere  se t  up through c o l le c t iv e  b a rg a in in g .  Nothing could 
make c le a re r  th e  fac t  th a t  the  fo rces  and problem s p e cu l ia r  to  c o l le c ­
t iv e  bargain ing  must be  reckoned  w ith  in  th e  form ulation of in d u s tr ia l
-j C
retirem ent p l a n s . " The q u e s t io n  as  to  w hether or not management 
d e s i re s  to  ba rg a in  w ith  i ts  un ion ized  em ployees on th e  q u e s t io n  of p e n ­
s io n s  has b e e n  more or l e s s  rep la ce d  by th e  q u e s t io n  of w hat ty p e  p lan ,  
i f  any , is  to  be a d o p ted . The con ten t of th e  p a r t icu la r  p lan  w il l  be  d i s ­
c u s s e d  and rev iew ed  by  both barga in ing  g ro u p s .  Although fringe 
b e n e f i ts  per se  are not to  be co n s id e red  in  th e  d i s c u s s io n s  th a t  follow ,
1 fiArnold W . F ru tk in , P en s ion s  and  Profit Sharing (W ash ing ton , 
D . C . :  Bureau of N ationa l A ffa irs , I n c . ,  1956), p .  211.
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it i s  apparen t to  th e  most c a s u a l  o bse rver  th a t  th e  in c lu s io n  of th e s e  
b e n e f i ts  in  n eg o tia ted  wage c o n tra c ts  now forms a h a rd  core for b a r ­
g a in in g .  This one  area of th e  outlook for con tinued  growth in  th e  
number of p e n s io n  and profit sha ring  p lan s  lends support to  the  id e a  
tha t even tu a lly  a lm ost a ll  em ployees  w il l  be covered  by  some formal 
re tirem ent p lan .
Influence  o f Social S ec u ri ty  L e g is la t io n —Tw enty-four y e a rs  
after th e  enac tm ent of the  S o c ia l  S ecurity  Act of 1935 i t  i s  p o s s ib le  
to  make some ob se rv a t io n s  concern ing  th is  p a rt icu la r  part of th e  old  
age b en e fi t  p rogram . Did th e  d e p re s s io n  th a t  th is  coun try  experienced  
in  th e  1930's p la y  an im portant part in  th e  enactm ent of the  S o c ia l  
S ecurity  l e g i s la t io n ?  P ro fesso r  Edwin E. W it te ,  th e  execu tiv e  d irec tor 
of the  Com mittee on Economic S ecurity  w hich  d rafted  th e  o rig ina l l e g i s ­
la t io n ,  felt very  strongly  th a t  th e  con d it io ns  tha t e x is te d  in  th e  e c o n ­
omy a t  th a t  tim e had  much to  do w ith  th e  final p a s s a g e  of the  b i l l .  In 
P ro fesso r  W i t t e 's  own words h is  p o s i t io n  i s  very c le a r :  "I doubt very
much w hether th i s  or any s im ila r  m easure  could h av e  p a s s e d ,  a t  le a s t
17for many y e a r s ,  h a d  i t  come before  C o n g ress  la te r  th a n  1935
W ith eac h  subsequen t change  in  th e  Social Secu ri ty  Act more 
w orkers are e i th e r  brought d i rec tly  under th e  coverag e  of the Act or 
g iven  th e  opportunity  to becom e covered  if  they  so  e l e c t . The c o n tin u a ­
tion  and  e x p an s io n  of th is  th e  la rg e s t  of a l l  re tirem en t p lans i s  now
l^Edwin E. W it te ,  "Twenty Years of Social S e cu ri ty ,  " S oc ia l  
S ecurity  B u lle tin , XVIII (O ctober, 1955), 19.
u n q u es t io n ed . Of primary c o n s id e ra tio n  now i s  th e  in teg ra tio n  of th e  
ind iv idua l p ens ion  or profit sharing p lan  b e n e f i ts  of th e  p a r t icu la r  
b u s in e s s  w ith  th e  Soc ia l S ecurity  b e n e f i t s . Future p e n s io n  and profit 
sharing p lan s  w ill  be  co n s tru c ted  in  l igh t of th e  current developm ents 
in  th e  S oc ia l Security  le g is la t io n .  The most rec en t  c h a n g e ,  e ffec tiv e  
January 1, 1959, in c re a s e d  th e  ra te  for both em ployee and  employer 
con tr ibu tion  to  2 -1 /2  per cen t  of th e  in d iv id u a l 's  earn ings  up to  a 
maximum of $4 ,8 00  in  each  ca len d a r  y e a r .  The employer in  c o n tr ib u t­
ing fifty  per cen t of the  amount rem itted  to  th e  fund must in te g ra te  h is  
own p lan  w ith  th e  Soc ia l S ecurity  p lan  in  order to  determ ine  to ta l  c o s t  
to  th e  firm . This item  c e r ta in ly  must b e  co n s id e red  w ith  re s p e c t  to  the  
p e rcen tag e  of the  to ta l  payro ll  re p re se n te d  by th e  co n tr ib u tio n s .
F il ia l  R e sp o n s ib i l i ty —W ith  th e  s ig n if ican t  ch an g es  th a t  h ave  
ta k e n  p la c e  in  th e  so c ia l  and  econom ic a s p e c ts  of our so c ie ty  in  th e  
p a s t  tw en ty -f iv e  y e a r s ,  th e  r e sp o n s ib i l i ty  for th e  aged  or re t i red  
w orkers h a s  sh if te d .  The trad i t io n a l  ca r in g -fo r  of p a re n ts  by  ch ild ren  
h as  been  drifting more and more tow ard governm ent a id .  This s o c io ­
lo g ica l  and  som etim es p o l i t ic a l  face t  of our so c ie ty  i s  not p e r t in en t  to  
th e  su b jec t  of th is  p a r t icu la r  s tu d y . The pertinen t po in t of th e  su b je c t  
under co n s id e ra tio n  i s  the  developm ent in  the  p a s t  tw e n ty - f iv e  y ea rs  
of th e  va riou s  re tirem ent p lan s  w hich  have  a ided  m ateria lly  in  th e  
le s se n in g  of ind iv idua l burden  of support of a p e rs o n 's  e ld e r s .  This 
apparen t perm anent change in  re sp o n s ib i l i ty  le a d s  one to  th e  co n c lu s io n  
th a t  the  only w ay  for the  number of retirement: p lan s  to  go is  c o n s ta n t ly  
up w ard .
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SUMMARY
The previous d is c u s s io n  h a s  po in ted  out th e  re a so n s  for th e  many 
re tirem ent p l a n s , the  growth of th e  p la n s ,  and th e  future outlook for 
the  p lans  as  i t  ap p ea rs  at th e  p re sen t  t im e .  S u b s tan tia l  ev idence  
e x is ts  and has  b e en  p re se n te d  to  support the  view th a t  th e  re tirem ent 
p lans  are now and w il l  be  in  th e  future an in teg ra l  part of th e  p lanning 
of m anagem ent.
This in troductory  m ateria l h a s  b e en  broad and  g enera l  in  sc o p e .  
The ch ap te rs  th a t  follow w ill  be sp ec if ic  and w ill  be  l im ited  to  the  a c ­
counting and financing  requirem ents of c e r ta in  ty p e s  of em ployee benefit  
p l a n s . The sp e c if ic  ty p e  p lans  to  be co n s id e red  a re  th e  p en s io n  and 
profit sharing p lan s  th a t  are  known as “qua lif ied"  p la n s .  T h ese  p lan s  
must m eet th e  requirem ents of th e  In terna l Revenue Code for sp e c ia l  
t a x  c o n s id e ra t io n s .
CHAPTER III
FUNDING METHODS AND MEDIA FOR PENSION PLANS
Although th e re  i s  no u n iv e rsa l ly  a c c e p te d  age  for e ffec tive  r e t i r e ­
ment of e m p lo y e e s , age s ix ty - f iv e  app ea rs  to  have  becom e a ra ther 
gen era lly  a c c e p te d  norm. Serious co n s id e ra tio n  should  be g iven  to  
th e  problem of e s ta b l is h in g  a re tirem ent age  w ith  regard  to  th e  se x  of 
th e  em ployee . C o ng ress  a c te d  o ff ic ia l ly  to  recogn ize  a d ifference  in  
se x  in  e s ta b l ish in g  a re tirem ent a g e .  In recen t le g is la t io n  th e  age r e ­
quirem ent for re tirem ent for women covered  under the  Soc ia l Security  
Act h a s  b een  redu ced  from s ix ty - f iv e  to  s ix ty - tw o . The in teg ra tio n  of 
em ployee re tirem ent p lan s  w ith  th e  Soc ia l Security  b e n e f i ts  m eans 
th a t  the  lower re tirem ent age  for women w il l  c a l l  for th e  recogn ition  
of th is  e lem ent in  th e  ind iv idual p lan  s t ru c tu re .
The employer i s  in ev i tab ly  faced  w ith  the  problem of w hat can  
be  done w ith  th e  aged  e m p lo y ee s .  One a lte rn a t iv e  i s  to  re t ire  them 
w ith  no b e n e f i ts  being  provided  th e  re t i red  em ployees by the  com pany. 
The e le c t io n  of th is  ch o ice  may have  a very  se rious  effec t on the  b u s i ­
n e s s  from the  s tandpo in t of pub lic  r e la t io n s .  Another p o s s ib le  so lu tion  
open to  the  employer is  to  re ta in  th e s e  aged  em ployees on th e  payroll 
even  though it  i s  recog n ized  th a t  th e  em ployees are being p e n s io n ed , 
a t  l e a s t  p a r t ia l ly ,  w h ile  s t i l l  on th e  jo b .  A th ird  p o ss ib i l i ty  i s  the  
re tirem ent of th e  em ployees on p en s io n s  f inanced  on  a p a y -a s -y o u -g o
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b a s i s .  Although th is  method h a s  been  u se d  e x te n s iv e ly ,  retirem ent 
b e n e f i ts  of th is  type w ill  not b e  covered  in  th is  s tu d y . A fourth a l ­
te rn a tiv e  for th e  employer is  th e  e s tab l ish m en t  of a q u a lif ied  funded 
p e n s io n  p la n .  The problems in c id en t  to  funding th e s e  qua lif ied  p lan s  
w ill  b e  covered  in  th e  remaining p a g es  of th i s  c h a p te r .
Before p roceeding with th i s  d i s c u s s io n ,  i t  i s  d e s i ra b le  to  draw a 
c le a r  cut d is t in c t io n  betw een  funding m ethods and funding m edia. 
Funding m ethods refe r to  the  budgetary  a rrangem ents  w hereby  the  funds 
requ ired  to  meet the  pens ion  n e e d s  can be  accum ula ted  or b u d g e te d . 
Funding media involve the  lega l  in s trum en ts  under w hich  the  funding 
m ethods are carr ied  o u t .
PAY-AS-YOU-GO APPROACH
T echn ica lly  speak ing  th e re  i s  no funding in  th e  opera tion  of th is  
m ethod. “The rece ip t  of b en e fi ts  by the  em ployees i s  com plete ly  d e ­
penden t upon th e  em ployer 's  w il l in g n e ss  and  ab ili ty  to  pay  them . The 
em ployees c a n  look to  no earm arked fund, i r revocab ly  committed to  th e  
paym ent of p en s io n  benefi ts  and  ad m in is te red  by an  im partia l  th ird  
p a r ty ,  for th e  s a t is fa c t io n  of th e i r  c la im s ." ^  This c h a ra c te r is t ic  
fea tu re  of the  p a y -a s -y o u -g o  method of f inanc ing  a re tirem ent p lan  a s  
ou tlined  by M r. M cGill shows c o n c lu s iv e ly  th a t  th is  method does not 
fa l l  w ith in  th e  scope  of qua lif ied  p lans a s  ou tlined  by th e  Internal 
Revenue S e rv ice .
iD an  M . M c G il l , Fundam entals of P riva te  Pensions  {Homewood, 
I l l in o is :  Richard D. Irwin, I n c . ,  1955), p .  129.
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TERMINAL FUNDING
W hen term inal funding is  u se d  by an em ployer, the  b e n e f i ts  pay ­
ab le  to  re t ired  em ployees are  funded in  fu l l .  This techn ique  may be 
accom plished  by the  em ployer in  e i th e r  of tw o genera lly  a c c e p te d  
m ethods: (1) an  im m ediate annuity  can  be p u rch a se d  in th e  appropria te  
amount for e ac h  em ployee a s  he re a c h e s  re t i rem en t ,  or (2) an  amount 
may be  tran sfe rred  to  a  t ru s t  company of a p r in c ip a l  sum a c tu a r ia l ly  
e s t im ated  to  be  su ff ic ien t to  provide the  b e n e f i ts  p rom ised . The b enefi ts  
accruing to  th e  ac tiv e  em ployees are  com plete ly  unfunded. During the  
tim e th a t  th e  em ployees are rendering  efforts to  help  produce profits  for 
the  b u s in e s s  th ere  is  no con tr ibu tion  to  a fund to  provide b e n e f i ts  for 
th is  p a rt icu la r  group. From a so lv en cy  poin t of view th is  method cannot
be regarded  a s  adequa te  and i ts  adoption for an y  plan is  probably  c o n -
oditioned  by co n s id e ra t io n s  out s ide  th o se  of orderly  f in a n c in g .
A de te rren t to  the  u se  of te rm ina l funding can  stem from th e  un­
u su a l ly  la rg e  contribu tion  th a t  may be requ ired  of an em ployer in  any 
one y e a r .  If a  large  number of em ployees re t i re  in  a p a r t icu la r  year  in  
w hich  the  working c a p i ta l  of th e  b u s in e s s  i s  d e f ic ie n t ,  a f in an c ia l  
s t ra in  is  p lac ed  on the  em ployer. Tax c o n s id e ra tio n s  h ave  th e ir  in flu ­
ence  in  th e  se le c t io n  of te rm ina l or advance  funding. S p e c ia l  em phasis  
i s  p lac ed  on th is  part of the  problem in C h a p te r  IV. The in te re s t  factor 
involved  in  th e  ab sen c e  of a fund accum ula tion  under term ina l funding
2I b i d . , p .  130.
33
and  in  the  c a s e  of a fund accum ulation  under advance  funding w ill  be  
brought out in  C hap ter V w hich  d e a ls  w ith  Pension  Plan C o s t s .
ADVANCE FUNDING
Advance funding has  th e  most w id e sp rea d  u se  to d ay  in  pen s ion  
p la n s .  W hen the  p rinc ip le  of advance  funding i s  ap p lied  i t  should  not 
be  assu m ed  th a t  full funding h as  ta k e n  p lac e  in  a l l  c a s e s  b e c a u se  i t  is  
p o s s ib le  th a t  the  in i t ia l  acc ru ed  l ia b i l i ty  may never be funded . The 
p a s t  se rv ice  l ia b i l i ty  may be " f ro z e n ."  The accom plish ing  of th is  
freezing  p ro ce ss  i s  th e  financing  of the  p a s t  se rv ic e  b e n e f i ts  of re t ired  
em ployees out of th e  current se rv ice  con tr ibu tions  for a c t iv e  em p loyees . 
The employer pays th e  in te re s t  on the  ob liga tion  w ithout making any 
payment on th e  p r in c ip a l . The employer h a s  th e  option  of reducing 
th is  "frozen" p a s t  s e rv ice  l ia b i l i ty  by making paym ents to  apply  a g a in s t  
th e  p r in c ip a l .  Even under a contribu tory  ty pe  p la n ,  th e  em ployee m akes 
no payment tow ard p a s t  s e rv ice  c o s t s .  It must be a ssum ed  th a t  th e  p lan  
w il l  con tinue  indefin ite ly  for the  freezing  p ro c e ss  to  be carr ied  o u t .
Advance funding en co m p asses  a ll  of th e  p rocedures  w hereby sums 
are se t  a s id e  w ith  proper le g a l  sa fegu ard s  for th e  paym ent of re tirem ent 
b e n e f i ts  to  e m p lo y e e s . The sums accum ula ted  under any of th e  variou s  
media w ould of n e c e s s i ty  have  to  be accum ula ted  prior to  the  re tirem ent 
da te  of the  em p loy ees .
Assuming th a t  th e  p rinc ip le  of advance  funding h as  b e en  s e le c te d  
for u se  by a  p a r t icu la r  em ployer, h is  next s tep  is  th e  d e c is io n  a s  to
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w hether the  fund is  to be  accum ula ted  on a s e l f -a d m in is te re d  b a s i s  or 
w hether an in su ran ce  company w ill  hand le  i t  a s  an  in su red  p la n .  From 
the  em ployer 's  s tandpoin t c o s t  i s  one of the  primary c o n s id e ra tio n s  in  
funding. It i s  im perative  for the  employer to  r e a l iz e  th a t  re g a rd le s s  of 
the  method of funding s e le c te d  and th e  sp ec if ic  medium u s e d ,  the  c o s t  
of providing p en s io n s  to  h is  re tired  em ployees i s  going to  be  paid  for 
by him and not by any o u ts id e  in d iv id u a l,  group, or e n t i ty .  C o s t ,  as  
the  term  i s  be ing  used  at th is  p o in t,  inc lud es  not only th e  a c tu a l  c o n ­
tr ib u tio ns  n e c e s sa ry  to  provide th e  requ ired  funds at a la te r  da te  bu t 
in c lu d e s  a ll e x p en se s  in c id en t to a d m in is tra t io n . If the  employer 
e le c ts  to  pu rchase  a n n u i t ie s ,  c o s ts  are  inc luded  in  th e  premium p a y ­
m en ts .  Under a  se lf -a d m in is te red  procedure the  c o s ts  of an  ac tuary , 
t ru s te e  f e e s ,  and  other adm in is tra t iv e  c o s ts  w il l  be in  add it io n  to  th e  
amounts contribu ted  to  th e  fund i t s e l f .  Indiv idual c a s e s  under p a r­
t ic u la r  cond itions  may d ic ta te  the  se le c t io n  of th e  exac t ty p e  of f in a n c ­
ing to  be u sed  e sp e c ia l ly  if  it  i s  ev iden t th a t  th e  overa ll  c o s t  w ill  be 
l e s s  under a g iv en  c h o ic e .
FUNDING METHODS
From an ac tu a r ia l  s tan dpo in t ,  funding invo lves  e s s e n t ia l ly  a fo re ­
c a s t in g  of future b enefit  paym en ts , th e  determ ination  of a p resen t va lue  
of such  b e n ef i ts  and red is tr ib u tio n  of th a t  p resen t  va lue  in  acco rdance  
w ith  some sy s te m atic  p r o c e d u r e .  ^ Spec ific  methods of funding w ill
^Kenneth B lack , J r . ,  Group Annuities (Ph iladelphia: U nivers ity  
of P enn sy lvan ia  P r e s s , 1955), p .  180.
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be p re sen te d  w ith  ind iv idual c h a ra c te r i s t ic s  of each  method em phasized  
as  to ta l  c o s t  determ ining f a c to r s .
U n it-P u rch ase  T y p e --The U n it-P u rc h ase  formula is  one of the two 
com ponents of w hat i s  g en era lly  known as  th e  " s in g le  premium" method 
of funding . The re la tio n  of the  benefit  to  eac h  y e a r 's  earn ings i s  an 
e s s e n t ia l  c h a ra c te r is t ic  of th is  ty p e  of funding . C on tribu tions under 
th is  arrangem ent may be  made by  both th e  employer and the  em ployee or 
by th e  employer on ly . In most c a s e s  w here  th e  p lan  is  of th e  con tr ibu ­
tory  type  the  amount of th e  con tribu tion  of th e  em ployee i s  a f ixed  p e r­
c en tag e  of h is  e a rn in g s . Viewing th e  contribu tion  of the  em ployer for 
each  ind iv idua l employee it  i s  e a s i ly  observed  th a t  th e  ra te  w il l  i n ­
c re a s e  each  y e a r  due to  the  p a ss in g  of ano ther b irthday  by th e  p a r t icu la r  
covered  in d iv id u a l .  I t i s  im p o ss ib le  to  say  th a t  th e  overa ll  r a te  for an 
em ployer w ill  au tom atica lly  in c re a s e  each  y ea r  b e c a u s e  th e  average  age  
of th e  p a r t ic ip a n ts  may change  from year  to  y e a r .  More younger em­
p lo y ee s  may h ave  en te red  th e  p lan  to  rep la c e  o lder and re t ired  em p loyees .
Under th e  U n it-P u rch ase  method se p a ra te  c a lc u la t io n s  a re  n e c e s ­
sa ry  for p a s t  se rv ice  c o s t  accru ing  at the  in cep tio n  of the  p lan  and for 
current se rv ice  c o s t . By th e  tim e an em ployee re t i re s  h is  b e n e f i ts  
should  be funded com ple te ly .
To i l lu s t r a te  the  working of th is  U n it-P u rch ase  formula a  hypo­
th e t ic a l  c a s e  w ill  be p re s e n te d .  The follow ing co ndensed  ta b le  and th e  
cond en sed  ta b le  appearing  on th e  following page  provide th e  b a s ic  
f igures for the  c o m p u ta t io n s .
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TABLE I 
SINGLE PREMIUM METHOD
Em ployee 's
Earnings for Purpose Em ployee 's M onthly Bene -
of Determ ining Em- Monthly C o n -  fi t  of 1% E arn-
Earnings Annual p lo y e e 's  C on tr ibu -  tr ib u t io n — 2% in gs  for Each
C la s s  Earnings t io n  and Benefit of Earnings Year of Serv ice
__________________________ Annual Monthly_______________________________
9 $2880 .01 -3120 $3120 $260 $5 .20 $2 .60
10 3 120 .01 -3360 3360 280 5 .60 2 .8 0
11 33 60 .01 -3600 3600 300 6 .0 0 3 .0 0
12 3600 .01 -3840 3840 320 6 .4 0 3 .2 0
Source: L ouise  W olte rs  I l s e ,  Group Insurance  and Employee Retirement 
P lans (New York: P re n t ic e -H a l l ,  I n c . ,  1953), ta b le  34, p .  288.
Assum e th a t  an em ployee s ta r ted  to  work for a company a t  age 50 
a t  an annual w age of $3 ,0 0 0 .  He earns $3 , 000 annually  for f ive  y ea rs  
and $ 3 ,6 0 0  annually  for te n  y e a rs  prior to  re tirem ent at age 65 . His 
average  monthly sa la ry  for the  15 years  amounted to  $ 2 8 3 .3 3 .  W ith th e  
a ssu m ptio n  of a monthly benefit  of one per cen t  of earn ings for each 
y e a r  of se rv ice  a s  in d ic a te d  in  th e  extreme right hand  column of Table I ,  
th is  em ployee w ill  rec e iv e  a $43 monthly annu ity .  The average  monthly 
sa la ry  of $283 .33  m ultip lied  by  15 per cen t  y ie ld s  $ 4 2 .5 0 .  The monthly 
annuity  of $43 fu lf i l ls  th e  gu a ran teed  ra te  under th e  p lan .  Column (3) 
of Table II po in ts  up th e  fixed  ra te  of contribu tion  of the  em ployee 
w ith in  th e  two sa la ry  c la s s  b ra c k e ts .  Column (7) of th is  sam e tab le  
in d ic a te s  th e  p ro g ress iv e ly  h igher  premium paid  by th e  employer with 
each  year  th a t  p a s s e s  even  though the  sa la ry  w as co ns tan t  at $3 ,000
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TABLE II
DEFINITE-BENEFIT PLAN 
MODIFIED CASH REFUND ANNUITY WITH INTEREST*
(1) (2) (3) (4) (5) (6) (7)
Em ployer's
Monthly Total M onthly M onthly
Em ployee 's Annuity M onthly Annuity Premium**
Monthly Purchased  by Annuity to be for Year in
Salary C ontribu­ Em ployee 's to  be P urchased P urchase
Age C la s s t ion Contribution Purchased by Employer Amount in
(5)-(4)__________(61
50 9 $ 5 .20 $ .4 0 $ 2 .6 0 $ 2 .2 0 $15 .96
51 9 5 .2 0 .38 2 .6 0 2 .2 2 16 .54
52 9 5 .2 0 .38 2 .6 0 2 .2 2 17 .16
53 9 5 .2 0 .37 2 .6 0 2 .2 3 17 .84
54 9 5 .2 0 .36 2 .6 0 2 .2 4 18 .51
55 11 6 .0 0 .41 3 .0 0 2 .5 9 2 2 .2 3
56 11 6 .0 0 .40 3 .0 0 2 .6 0 2 3 .1 3
57 11 6 .0 0 .39 3 .0 0 2 .6 1 2 4 .0 9
58 11 6 .0 0 .38 3 .0 0 2 .6 2 2 5 .1 1
59 11 6 .0 0 .37 3 .0 0 2 .6 3 2 6 .2 2
60 11 6 .0 0 .36 3 .0 0 2 .6 4 2 7 .39
61 11 6 .0 0 .35 3 .0 0 2 .6 5 28 .68
62 11 6 .0 0 .35 3 .00 2 .6 5 3 0 .03
63 11 6 .0 0 .34 3 .0 0 2 .6 6 3 1 .53
64 11 6 .0 0 .33 3 .0 0 2 .6 7 3 3 .12
Monthly
Total $86 .00 $5 .57 $ 4 3 .0 0 $ 37 .43 $ 3 5 7 .54
15--Year
Total $1032 .00 $66.84 $516 .00 $449 .16 $4290 .48
♦Current E quitab le  Life r a t e s —no return  at dea th  in  con nec tion  
w ith  em ployer 's  p u rc h a se .
**The re la t iv e ly  higher am ounts of annu ity  p u rch ased  by the  
em ployer 's  dollar a s  compared w ith  the  em p loyee 's  do lla r  resu lt  from 
th e  fac t th a t  the  premium ra te s  u se d  by th e  employer are  d iscou n ted  for 
m o rta li ty .
Source: Louise W o lte rs  I l s e ,  Group Insu rance  and Employee Retirement 
Plans (New York: P re n t ic e -H a l l ,  I n c . ,  1953), ta b le  35, p .  290.
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annually  for five y ears  and at $3 ,6 0 0  annually  for te n  y e a r s .  This i l l u s ­
tra t iv e  c a s e  assum ed  con tr ib u tion s  by both  th e  employer and employee to  
the  p u rchase  of an annu ity  through an in su ra n ce  com pany.
This U n it-P u rc h ase  procedure  could be adap ted  to  t ru s t- fu n d  p la n s .  
This type  funding is  a ls o  referred  to  as  a s t e p - ra te  method b e c a u se  of 
th e  in c re a s in g  cos t  e lem ent as  re tirem ent app roaches  .
M oney-P urchase  Type—The second  of th e  i l lu s t ra t io n s  of the  
p rinc ip le  of "s ing le  premium" method of funding i s  th e  M oney-Purchase  
ty p e .  The b a s ic  fea tu re  of th is  type  of funding in vo lv es  the  contribu tion  
each  year of a fixed pe rcen tage  of each  em p lo y ee 's  e a rn in g s .  This c o n ­
tr ibu tion  may be made by the  employer only or by th e  employer and em­
p loyee  to g e th e r .
Under th e  M oney-Purchase  formula th e  b en efi t  v a r ie s  dependent 
upon the  s e x ,  a tta in ed  age  of th e  ind iv idual em ployee , and the  normal 
re tirem ent a g e .  This i s  the  key  d ifference  in  th is  formula and th e  U n lt-  
Purchase  form ula . Under the  U n it-P u rc h ase  formula th e  benefit  is  fixed 
and not th e  con tr ibu tion  as  i s  th e  c a s e  under the  M oney-P urchase  
fo rm ula . If a  ce r ta in  amount is  con tr ibu ted  to  buy a deferred  annuity  for 
an  em ployee th a t  is  tw e n ty -f iv e  y ears  of a g e ,  th a t  same amount at the  
sam e time w i l l  pu rchase  much l e s s  of a deferred  annuity  for an  em­
ployee  tha t  i s  fo r ty -f iv e  y ears  of a g e .  This c h a ra c te r is t ic  makes it 
d iff icu lt to  compute an  exac t amount th a t  w ill  be provided at m aturity 
b e c a u se  th e  pe rcen tag e  of con tribu tion  i s  fixed and is  app lied  to e a rn ­
ings to buy w ha teve r  amount of deferred  annuity  th a t  p a r t icu la r  amount
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of money w ill  provide tak ing  in to  c o n s id e ra tio n  the  a t ta in e d  age and sex  
of the  p a rt icu la r  in d iv id ua l.
In recen t y ears  the re  h as  b een  a defin ite  ten d e n cy  for money pur­
c h a s e  p lans to  be  changed  over to  unit benefit  p lans  . Although popular
in  former y e a r s ,  the  money p u rch ase  formula i s  u se d  very  l i t t le  today  in
4private  pens io n  p l a n s .
Level Premium C ost M ethod— One of the  forms o f the  leve l 
premium c o s t  method of funding i s  refe rred  to  a s  " a t ta in e d  age lev e l  
p rem ium ." As i s  in d ic a te d  by the  t i t l e ,  the  a t ta in e d  age  lev e l  premium 
method i s  b a se d  on the  c a lc u la t io n  of the  premium as of the  a t ta in e d  age 
of the  employee to  provide th e  b e n e f i ts  tha t would be payab le  to  the  
em ployee if h is  ra te  of com pensa tion  rem ains unchanged  to  normal r e ­
tirem ent a g e . The older an em ployee a t  the  tim e of premium com putation 
th e  h igher the  lev e l  premium co s t  b e c a u se  of th e  sho rte r  period over 
w hich  th e s e  premiums w ill  be  pa id  to  produce p re-de te rm in ed  benefit  
a m o u n ts .
If a change  ta k e s  p lac e  in  the  com pensa tion  ra te  of an ind iv idual 
em ployee , add it ion a l  premium com putations w ill  have to  be made if  i n ­
c re a s e d  b e n e f i ts  a re  to  be  prov ided .
Under th is  method th e re  i s  no d is t in c t io n  b e tw een  p a s t  and current 
s e rv ice  c o s t s .  Although th e re  is  an amount a ttr ib u ta b le  to  p a s t  s e rv ic e ,  
th e  com putation  re su l ts  in  an annual premium th a t  prov ides b e n e f i ts  for
^ Ib id . , p » 68.
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th e  en tire  period of c red ited  se rv ice  . The to ta l  amount funded each  y ear  
i s  simply th e  sum of the  premiums on a l l  c o n trac ts  i s s u e d  under the  
p la n .^
Under th is  m ethod, th e  acc ru ed  l ia b i l i ty  can  be defined  a s  the  
s in g le  sum p re sen t  va lue  a t  th e  average  a t ta in e d  age at the  e ffec tiv e  
da te  of th e  p lan , of the  p e n s io n  c re d i ts  a cc ru ed  in  re s p e c t  of th e  a v e r -  
age se rv ic e  prior to  the  e ffec tive  d a te  of the  p la n .
Entry Age Norm al—The "entry age  normal" method of funding is  the  
seco nd  of the  forms of th o se  c la s s e d  under th e  lev e l  premium c o s t  
c a teg o ry .  The ex p re ss io n  "en try  age"  has  re fe rence  to  the  age  of the  
em ployee a t  th e  tim e of employment or at th e  tim e of fu lfill ing  th e  e l i ­
g ib il i ty  requ irem ents  for p a r t ic ip a tio n  in  the  p lan  on th e  assum p tion  th a t  
th e  p lan  h^.d a lw ays been  in  e f f e c t .
Under th is  method th e  p a s t  se rv ic e  l ia b i l i ty  is  a p p a ren t .  Upon the  
adoption  of a p lan  using  th e  "entry age  normal" procedure  th e  con tr ibu ­
tion  for each  em ployee i s  b a s e d  on h is  "entry age" and  not on h is  a t ­
ta in e d  a g e .  Thus, the  in i t ia l  p a s t  se rv ice  c o s t  i s  th e  sum of th e  
r e s e rv e s ,  as  of th e  e ffec tive  da te  of th e  p lan ,  w hich w ould  have  accum u­
la ted  w ith  re s p e c t  to each  em ployee inc lu ded  i f  the  pen s io n  p lan  had  been  
in  e x is te n c e  throughout h is  entire  period  of p a s t  em ploym ent.
^M cG ill ,  ojo. c i t . , p .  143.
^Memorandum on A ctuarial M e th o d s , The C h a se  M anhattan  Bank, 
New York, unnumbered and not d a te d .
^Black, op . c i t . , p .  182.
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If and w hen full con tribu tions have b e en  made for a ll  em ployees 
w ith  prior se rv ic e ,  th e re  i s  no d is t in c t io n  be tw een  th e  a t ta in e d  age and 
th e  entry age m ethods „
Aggregate C o st  M ethod—Under th is  method there  i s  no se p a ra te  
p rov is ion  for p a s t  se rv ice  l ia b i l i ty  . This method corresponds c lo se ly  
in  b a s ic  p rinc ip le  to  the  “a tta in e d  age lev e l  premium" m ethod. The 
point of departu re  in  the  two m ethods is  th a t  under the  aggregate  c o s t  
method th e  b e n e f i ts  and con tribu tions are c a lcu la te d  on a c o llec t iv e  
b a s i s .
The portion of the  c o s t  w hich  is  to  be  met each  year  i s  g enera lly  
e x p re s se d  a s  a p e rcen tag e  of annual covered  p ay ro ll ,  w h ich  pe rcen tag e
g
is  ca l le d  the  "acc rua l  ra te "  or th e  "aggrega te  c o s t  r a t io ."
W ith  the  entry  of new em p loy ees , re c a lc u la t io n s  w ill  have  to  be 
made to  re v is e  the  r a t e .  It i s  ev iden t from th is  aggregate  c o s t  ra tio  
p rincip le  th a t  the  ind iv idua l p a r t ic ip an t  e q u it ie s  are  not m ain tained  in  
a t ru s t - fu n d .
A pplication of M etho ds—-Although th e  preceding  d is c u s s io n  of 
funding m ethods is  not 100 per cen t  in c lu s iv e  of every method tha t  
could  be u s e d ,  th o se  ou tlined  here  are th e  p rinc ipa l m ethods used  
e ithe r  ind iv idu a lly  or in  com bination  w ith  the  funding media th a t  w ill  
be  d is c u s s e d  in  d e ta il  in  the  la t te r  part of th is  c h ap te r .
One of th e  p rinc ipa l  ap p lica t io n s  of the  unit pu rch ase  method i s
^M cG ill ,  op.. c i t . , p .  145.
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in  deferred  group annuity p la n s ,  how ever i t  is  a ls o  ad ap tab le  to  t r u s t -  
fund p l a n s . It is  a p p licab le  in  a s i tu a t io n  where com plete  funding is  
d e s ired  a s  c re d i ts  are e a rn e d .  The o ther  " s in g le  premium" method of 
funding, the  m oney-purchase  ty p e ,  i s  u su a l ly  ap p lied  only to  certa in  
deferred group annuity  p la n s  .
The " a t ta in e d  age le v e l  premium" type  of funding is  u s e d  with 
group perm anent p la n s ,  bu t i t  can  be u s e d  w ith d e p o s i t  adm in is tra tion  
p la n s .  The "entry  age normal" method of funding does not h a v e  the  
c h a ra c te r i s t ic s  to  warrant i t s  u se  w ith  th e  deferred  group annu ity  p lan , 
but l ike  th e  "a tta in ed  age le v e l  premium" type i t  may be u se d  w ith  the  
depos it  adm in is tra tion  ty p e  of p lan .
The aggrega te  cos t  m ethod may be  u se d  under deposit  adm in is­
tra t io n  and  im m ediate p a r t ic ip a tio n  gu a ran tee  c o n tra c ts  type  m e d ia . It 
is  ra re ly  u se d  in  connec tion  w ith  in su red  p l a n s .
FUNDING MEDIA
The preced ing  d is c u s s io n  involved  the  budge ta ry  arrangem ents 
n e c e s sa ry  under th e  funding methods p re s e n te d .  The various leg a l  
in s trum en ts  under which t h e s e  methods may be c a r r ied  out w il l  be 
covered  in  th e  remaining p a g es  of th is  c h ap te r .  The se le c t io n  by a 
p a rt icu la r  company of a sp e c if ic  funding medium w il l  be in fluenced  
by the  funding method s e le c te d  by th a t  com pany. In considering  the 
adoption  of a pa rt icu la r  funding medium for u se  w ith  a  re tirem ent plan 
the  se le c t io n  i s  b a s ic a l ly  be tw een  an insu red  ty p e  p lan  and  a  tru s ted  
type p la n .
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The following p a g es  w ill  be devo ted  to  a d e sc r ip t io n  and d i s c u s ­
s ion  of the  major funding media beginning  w ith  th e  in su red  ty pe  p lans . 
The D eferred Group Annuity of th e  " s tand ard"  or "unit benefit"  type  w ill  
be covered  f irs t  prim arily  b e c a u se  of th e  la rg e  number of in d iv idua ls  
covered  under th is  ty p e .  The seco n d  in su red  type  p lan  to  be  p re sen te d  
i s  th e  D eposit  A dm inistra tion Group Annuity . O ther in su red  type  a l t e r ­
n a t iv e s  follow th e s e  f i rs t  two major c h o ic e s .
The Self-A dm inistered  P ens ion  Trust affords a company in i t ia t in g  
a p e n s io n  p lan  a cho ice  of a p lan  w ith  more f lex ib il i ty  than  is  p o s s ib le  
under many of th e  in su red  type  p la n s .  M ajor accoun ting  and financing  
re s p o n s ib i l i t ie s  p lac ed  on th e  m anagem ent of th e  in it ia t in g  company w ill  
be em p hasized  in  th e  p re se n ta t io n  of the  key  po in ts  of th is  n o n - in su red  
type  p la n .
After having co n s id e re d  th e  a l te rn a t iv e s  of an  in su red  or a non­
in su red  type  p la n ,  i t  may appea r  to  some th a t  a com bination  of the  two 
ty p es  might be  a d v isa b le  under p a r t icu la r  c o n d it io n s .  The p o s s ib i l i t i e s  
of com bination  w ill  be exp lored  w ith  primary a t ten t io n  devoted  to  c o s t  
d if fe ren t ia ls  and p lan  in te g ra t io n .
Deferred Group A n n u i t ie s - -If  a  deferred  group annuity  p lan  i s  
s e le c te d  by th e  b u s in e s s  a s  the  medium for funding i t s  pen s io n  p lan , 
a  co n trac t  i s  en te red  in to  w ith  an  in su ra n ce  com pany. This con trac t 
p rov ides for th e  p u rchase  of a n n u it ie s  for each  of the  em ployees th a t  
i s  covered  by the  c o n tra c t .  Each em ployee re c e iv e s  a c e r t i f ic a te  from 
th e  in su ran ce  company con ta in ing  b a s ic  inform ation about th e  b e n e f i ts
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under the  p lan  and  the  p rin c ip a l  cond itions  ag reed  upon . Some m isunder­
s tand ing  may e x is t  a s  to  e x ac tly  w hat is  meant by the  term  "group 
a n n u i ty ."  Although the  e s tab l ish m en t  of a p en s io n  p lan  in  a p a rt icu la r  
b u s in e s s  invo lves  varying numbers of in d iv id u a ls  dependent on th e  s iz e  
and type  of b u s in e s s ,  th is  coverage  of a group of ind iv id ua ls  i s  not the  
b a s ic  rea so n  for the  nom enc la tu re . The group a sp e c t  of th e  term o rig i­
n a te s  from the  pu rchasing  by th e  b u s in e s s  of a number of a n n u it ie s  on 
th e  ind iv idual l iv e s  co n s titu t in g  the  covered  em ployees in  th e  p la n .  The 
American C ollege  D ic tionary  defines  an  annu ity  a s  fo llow s: "A sp ec if ied  
incom e payab le  a t s ta te d  in te rv a ls  for a fixed  or a con tingen t period ,
often  for th e  r e c ip ie n t 's  l i f e ,  in  c o n s id e ra tio n  of a s t ip u la te d  premium
q
p a id  e ither  in  prior in s ta l lm en t paym ents or in  a s in g le  p a y m e n t."  W ith 
a c la r if ic a t io n  of the  two w ords th a t  make up the  t i t l e  of th is  medium of 
funding , the  d is c u s s io n  of th e  accoun ting  and f inancing  a s p e c t s  of th is  
typ e  con trac t may be v iew ed  in  proper p e r s p e c t iv e .
C erta in  minimum requirem ents are  im posed  by th e  in su re r  in  
co n nec tion  w ith  th e  number of in d iv id u a ls  to  be covered  by th e  m aster 
c o n trac t  and th e  pe rcen tage  of e l ig ib le  em ployees p a rt ic ip a tin g  i f  the 
p lan  i s  con tr ibu to ry . The minimum p a r t ic ip a n ts  requ ired  under the  d e ­
ferred group annuity  type  h a s  dec lined  from a commonly u se d  figure of 
fifty  a few y e a rs  ago to  a s  low  a s  te n  to d a y .  If the  p lan  i s  con tr ibu to ry , 
se v e n ty - f iv e  per  cen t  p a rt ic ip a tio n  of a l l  e lig ib le  em ployees has  been
g
The American C o llege  D ic tionary  (New York: Random H o u se ,  
1 957) ,  p . 5 1 .
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e s ta b l is h e d  a s  a s tand ard  p e rcen tag e  for a minimum perform ance r e ­
quirem ent .
"No t ru s t  instrum ent i s  ord inarily  u se d  under the  group annuity  
p la n .  All of th e  p rov is ions  of th e  p lan  a s  to  e l ig ib i l i ty  requ irem en ts ,  
b e n e f i ts  form ula, and th e  l ik e  are w ri t te n  in to  th e  m as te r  c o n t r a c t . " ^  
There are  in s ta n c e s  w here  under c e r ta in  c irc u m s ta n ce s  a t ru s te e  might 
be  employed if  in  add ition  to  th e  group annuity  th e re  are  in d iv idua l c o n ­
t r a c ts  in  effec t for b e n e f i ts  on com pensa tion  in  e x c e s s  of a c e r ta in  
am o u n t.
The ty p ic a l  con trac t p rov ides th a t  the  ben efi t  sh a l l  be  a  sp e c if ied  
p e rc en ta g e ,  ranging from around 1/2 per cen t  to  2 per  c e n t ,  of current 
earn ings  for each  y ea r  of s e rv ic e .  A sa la ry  c l a s s  sc h e d u le ,  s im ila r  to 
th e  one p re sen te d  in  Table I on page  36 of th is  c h ap te r ,  may be u se d  in  
th e  de te rm ina tion  of the  b e n e f i t s .  The a p p lica t io n  of th e  group annu ity  
d e sc r ib e d  here  i s  to the  u n i t-p u rc h a se  or unit b en ef i t  type  form ula. It 
i s  s tandard  p ra c t ic e  w ith  th e  in su ra n ce  com panies engaged  in  th e  w riting  
of group annuity  c o n tra c ts  to  gua ran tee  premium ra te s  for th e  f irs t  five 
y e a r s .  C erta in  com panies have  offered  an ad d it io na l  gua ran teed  
premium ra te  period  of five  y e a r s .
A key accoun ting  problem is  th e  handling  of th e  c o s t  of p a s t  
se rv ic e  b e n e f i t s .  Past se rv ice  b e n e f i t s ,  a s  u se d  h e re ,  re fe rs  to  the  
p e n s io n s  b a s e d  on se rv ice  rendered  by the  em ployees before  th e  adoption
^Profit-Sharing  and P ension  C ourse  (New York: P re n t ic e -H a l l ,  
I n c . ,  1954), p . 1204.
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of th e  p la n .  D isc u s s io n  of th e  trea tm ent of th is  pa rt icu la r  c o s t  w ill  be 
deferred  until  C hap te r  V w hen  th e  en tire  con ten t of Accounting R esearch  
Bulletin  Number 47 , includ ing  paragraph 3 w hich  i s  concerned  w ith  th is  
pa rt icu la r  problem , w ill  be  a n a ly z e d .  It su ff ice s  to  say  at th is  point 
tha t  th e  in i t ia l  p a s t  se rv ice  c o s t  may be  pa id  in i t ia l ly  in  a lump sum or 
i t  may be  sp read  over a period  of from 10 to  20 y e a r s .  The ta x  trea tm ent 
of th e  lump sum payment for p a s t  se rv ice  o b liga tion  w ill  be  p resen ted  in  
C hapter IV.
In the  m ajority  of th e  co n trac ts  w ri t ten  under the  group annuity  
p rinc ip le  there  i s  a  v e s t in g  requ irem en t. W hat i s  v e s t in g ?  It i s  b e s t  
d e sc r ib e d  w ith  re s p e c t  to  a  p lan  p a rt ic ip an t who le a v e s  the  employment 
of th e  company prior to  normal re t irem en t,  and w h o se  rea so n  for leav ing  
i s  not ex cep ted  by the  p la n .  He is  ab le  to  re ta in  some of th e  equity  
bu ilt  up on h is  b eh a lf  by th e  em ployer 's  co n tr ib u tio n s .  As an  i l l u s t r a ­
t ion  of th is  v e s t in g  requ irem en t, the  fo llow ing excerp t i s  tak e n  from a 
spec im en  group annu ity  co n trac t  i s s u e d  by  th e  Prudentia l In su rance  
Company of America:
I f ,  prior to  term ina tion  of em ploym ent, the 
P a rtic ipan t h a s  com pleted  a t  l e a s t  te n  y e a rs  of 
con tinuous employment w ith  the  Employer, he fu l ­
f i l ls  th e  v e s t in g  requirem ents  for a p e rc en ta g e ,  
de term ined from th e  following ta b le  accord ing  to  
th e  number of y e a r s  of h is  con tinuous employment 
w ith  th e  Employer, of the  portion  of the  Normal 
Retirement Annuity w hich  h as  b een  p u rchased  for 
him as  Future Serv ice  Annuity by each  ap p lica tio n  
of th e  Em ployer's  C o n tr ib u tio n s .
If , prior to  term ina tion  of employment, the  
P a rtic ipan t has  com pleted  a t  l e a s t  te n  y e a rs  of 
con tinuous employment w ith  th e  Employer, he
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fu lf ills  th e  v e s tin g  requ irem en ts for th e  p e rc e n ta g e , 
determ ined from th e  fo llow ing tab le  acco rd ing  to  the  
to ta l number of su ch  y e a rs  of con tinuous em ploym ent 
prior to  any fa ilu re  or re fu s a l to  m ake a C on tribu tion  
w hen d u e , of th e  Normal R etirem ent A nnuity th a t has 
been  or may be p u rch ased  for him a s  P a s t S erv ice  
A nnuity by each  a p p lic a tio n  of the  E m ployer's 
C on tribu tions . ^
In the  ta b le  referred  to  above in  th e  e x tra c t from th is  group annu ity  
c o n tra c t the  p e rcen tag e  of normal re tirem en t annu ity  runs from 50 per 
c en t for 10 but l e s s  than  11 y ears  of con tinuous em ploym ent to  100 per 
cen t for 20 or more years of con tinuous em ploym ent. The v e s tin g  r e ­
quirem ent is  concerned  so le ly  w ith th e  co n trib u tio n s th a t have been  
made by the  em ployer. If th e  em ployee w ithdraw s from employm ent prio r 
to  norm al re tirem en t age under a con tribu to ry  ty p e  p lan , he w ill o rd i­
narily  have th e  op tion  of rece iv in g  a  re tu rn  of h is  con trib u tio n s in  c a sh  
or of re ta in ing  th e  pa id -u p  deferred  a n n u itie s  th a t  th ey  have  p u rc h a se d .
If a p lan  p a rtic ip a n t le a v e s  th e  em ploym ent o f a b u s in e s s  w ithou t 
a v e s te d  in te re s t  in  the  p e n s io n , am ounts co n tr ib u te d , l e s s  a su rrender 
c h a rg e , w ill be  c red ited  to  th e  em ployer by th e  in su ra n ce  com pany. To 
p reven t adverse  se le c tio n  a g a in s t th e  in su ra n ce  com pany th e  w ithd raw ­
ing p a rtic ip an t m ust be in  good h e a l th .
Due to  th e  fac t th a t th e  ty p ic a l group annu ity  co n trac t p rov ides 
re tirem en t b e n e fits  only , th e  premium paid  by th e  em ployer is  d isc o u n te d  
in  advance  for m o rta lity . An a c tu a r ia l de te rm ina tion  is  m ade of th e
* ^Specim en Group A nnuity C on trac t {Newark: The Prudentia l 
In su ran ce  Com pany of A m erica, 1955), p .  5 .
num ber in  th e  group who may be  ex p ec ted  to  d ie  befo re  reach in g  r e t i r e ­
m ent a g e . A h igher premium w ould  be n e c e s sa ry  if  i t  w as assum ed  th a t 
e a c h  in d iv id u a l in  th e  group w ould liv e  to  re c e iv e  b e n e fits  a fte r  r e t i r e ­
m en t. Although th e  p ra c tic e  of d isco u n tin g  in  advance  for m orta lity  as. 
a  fac to r in  premium de te rm ina tion  h a s  b een  s ta n d a rd iz e d , d isco u n tin g  
for sev e ran ce  of em ploym ent i s  not d o n e . The e ffec t of th is  premium 
c o s t  determ ining  fac to r is  th a t w hen  se v e ra n ce  does occur c red it may be 
is s u e d  a g a in s t th e  n ex t paym ent due from th e  em ployer. R eductions in  
th e  amount o f th e  premium paym ent by th e  em ployer, if  and w hen th e s e  
red u c tio n s  o c cu r, a re  referred  to  a s  d iv idends in  m utual l ife  in su ra n ce  
com panies and  as ra te  c re d its  in  s to ck  co m p an ie s .
If a q u a lif ie d  p la n  of th e  deferred  group annu ity  type  i s  te rm in a ted , 
a ll  co n trib u tio n s m ade becom e th e  so le  righ t o f th e  in d iv id u a l p lan  
p a r t ic ip a n ts . This i s  in  acco rd an ce  w ith  th e  p ro v is io n  in  th e  ta x  law  
w h ich  p ro h ib its  th e  re tu rn  of any  of th e  con trib u tio n s to  th e  em p lo y er. 
The in d iv id u a l p a rtic ip a n t re c e iv e s  c red it for th e  am ount of h is  p a id -u p  
annu ity  a t th e  tim e of th e  p lan  c e s s a t io n .
Group A nnuity- P e p  os i t  A dm in istra tion—The deferred  group annu ity  
of th e  co n ven tiona l ty p e  a s  d is c u s s e d  in  th e  p reced ing  p a g es  la c k s  
f le x ib ility  in  p lan  p ro v is io n s . C on tribu tions by th e  em ployer i s  one of 
th e  p ro v is io n s  of th e  co n ven tiona l ty p e  deferred  group annu ity  co n trac t 
th a t  does not afford th e  em ployer le e w a y . The D eposit A dm inistra tion  
ty p e  p lan  h a s  been  developed  to  provide more flex ib ility  in  th e  group 
an n u ity  type  c o n tra c t. U nder th is  p lan  th e re  is  no a llo c a tio n  of funds
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to  p u rch ase  b e n e fits  for th e  p a rtic ip a n t u n til he r e t i r e s . The p lan  may­
be of th e  contribu tory  ty p e . "Premiums a re  accum ulated  in  a d ep o sit 
fund . If em ployees co n tr ib u te , th e ir  in d iv id u a l a cco u n ts  a re  kep t in  a 
se p a ra te  d ep o sit fund . Upon re tirem en t th e  n e c e s sa ry  s in g le  premium
to  provide th e  em p lo y ee 's  to ta l  b e n e fit i s  tran s fe rred  from th e  d ep o sit
12accoun t to  th e  p u rch ase  of an a n n u ity ."
This type  p lan  may be app rop ria te  in  c a s e s  w here th e  am ount of 
benefit under th e  annu ity  w ill be  b a se d  on fin a l ea rn in g s of th e  em ployee 
ra th e r th an  b a se d  on h is  earn ings throughout th e  y e a rs  of em ploym ent. 
The m oney is  in v e s te d  by th e  in su ra n ce  com pany w ith  a g u a ran teed  ra te  
of in te re s t  accru ing  to  th e  c red it of th e  fund be ing  m ain ta in ed . Upon 
th e  re tirem en t of an  in d iv id u a l p a r t ic ip a n t , th e  in su ra n ce  com pany w ith ­
draw s from th e  fund enough to  prov ide for an  im m ediate  a n n u ity .
R ecent developm ents in  th e  a rea  o f d ep o sit ad m in is tra tio n  have  
been  tow ard  th e  p lac in g  of th e  re sp o n s ib ili ty  for th e  p lan  and  i ts  a d ­
m in is tra tio n  on th e  em ployer. U nder th is  concep t th e  co n trac t en te red  
in to  be tw een  th e  em ployer and th e  in su ra n ce  com pany re p re se n ts  a h o ld ­
ing medium for th e  d e p o s its  during th e  o p e ra tiv e  period  of th e  p la n .
"The in su ra n ce  com pany s e ts  a  minimum in te re s t  re tu rn  on th e  p rio r-  
re tirem en t d ep o sit fund and g u a ra n tee s  th e  p rin c ip a l a g a in s t red u c tio n  
(except in  c e r ta in  term ina l s i tu a tio n s ) . The annu ity  ra te s  a t re tirem ent 
are  b a se d  on s in g le  prem iums w hich  are  g u a ran teed  to  h o ld — on a
12 Jo h n B . S t. John, P ensions and  Profit Sharing (W ashington , 
D . C . :  BNA, I n c . ,  1956), p . 108.
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f i r s t - in ,  f ir s t-o u t b a s is-—in  re s p e c t  to  d e p o s its  m ade w ith in  a s tip u la te d
13num ber of y e a rs  . "
Under th is  type  p lan  i t  is  not n e c e s sa ry  to  have  a fixed  norm al r e ­
tirem en t a g e . This is  one of th e  p o in ts  of f le x ib ili ty  inheren t in  th is  type  
p la n . The fa c t th a t no a n n u itie s  are  p u rch ased  prior to  re tirem en t m eans 
th a t if  an  em ployee te rm in a tes  h is  em ploym ent th e re  w ill be no c re d its  
to  th e  em ployer th a t m ight acc ru e  under o ther type  p la n s .  In e s s e n c e  
th is  type  p lan  p la c e s  th e  in su ra n ce  com pany in  th e  p o s itio n  of a tru s te e  
of a se lf-a d m in is te re d  p la n .
In th e  c a s e  of d ep o s it a d m in is tra tio n , th e  in ­
d iv idua l approach  e x is ts  e ith e r  a t tim e of se rv ice  
re tirem en t (and more im portan tly  on d isa b ili ty  r e ­
tirem en t if  such  b e n e fits  a re  funded in  advance) or 
in  th e  even t of d isc o n tin u an c e  or te rm in a tio n  of th e  
c o n tra c t. The re se rv e s  requ ired  for each  in d iv id u a l, 
and  not for each  age  g roup , are  se g reg a ted  and e a r ­
m arked for him  upon se rv ic e  re tirem en t (and , 
p o s s ib ly , upon d is a b il i ty  re tirem en t) , even  though 
th e re  may be  an annual ad justm en t for m orta lity  and 
in te re s t  th e re a f te r . ^
The se le c tio n  of th is  medium of funding p rov ides th e  em ployer 
w ith  a g re a te r  degree  of con tro l over th e  o p e ra tio n s of th e  p ro c e ss  and 
a t th e  sam e tim e it  im poses on him a degree  of r isk  th a t is  not a c h a ra c ­
te r i s t ic  of th e  conven tiona l group a n n u ity .
Group Perm anent In su ra n c e — Under th is  p lan  th e re  is  a com bina­
tio n  of life  in su ra n ce  coverage  and re tirem en t incom e is s u e d  under a
• ^ D o r r a n c e  c. B ronson, C oncep ts  of A ctuaria l S oundness in  P en ­
s io n  P lans (Homewood, I l lin o is :  R ichard D . Irw in , I n c . ,  1957), p . 61 .
•^ T rust Fund v s . D eposit A dm in istra tion , The C h ase  M anhattan  
Bank, New York, unnum bered and not d a te d .
group co n trac t b e tw een  th e  em ployer and th e  in su ra n ce  com pany. W hen 
i t  is  d e s ired  to  provide death  b e n e fits  and  re tirem en t incom e b e n e fits  
under one c o n tra c t, th e  u se  of group perm anent in su ra n c e  i s  a  lo g ic a l 
c h o ic e „ If a  h igh labo r turnover ra te  e x is ts ,  the  u s e  of th is  ty p e  p lan  
is  more ex p en siv e  due to  h igher te rm ina tion  c o s t s .  Although th e  s ta te  
law s vary  a s  to  th e  requirem ent of number of liv e s  n e c e s sa ry  under 
group life  in su ran ce  c o n tra c ts , e ith e r  25 or 50 l iv e s  i s  requ ired  in  th e  
m ajority  of th e  s ta te  s t a tu t e s . Another m ajor p rov is ion  is  th e  fa irly  
common in c lu s io n  in  th e  c o n trac ts  of th e  requirem ent for a minimum of 
$250 ,000  face  amount of in su ra n c e . This coverage  may be w ritte n  on 
a  con tribu to ry  or non-con tribu to ry  b a s i s .  Due to  th e  func tions p e r­
form ed by th e  in su ra n ce  com pany under th e  m aster co n trac t th e re  is  
o rd inarily  no need  for a t ru s t  ag reem en t. The tru s t agreem ent can  be an 
in te g ra l part of th e  p lan  in  th o se  s ta te s  th a t do not have ad eq u a te  group 
in su ra n ce  l a w s .
The ra tio  of in su ra n ce  to  re tirem en t incom e th a t  is  m ost g en e ra lly  
u sed  is  $ 1 ,0 0 0  of in su ra n ce  for each  $10 un it of re tirem en t incom e, 
how ever in  som e in s ta n c e s  it  is  found to  be $ 1 ,000  of in su ra n ce  for 
each  $20 or each  $30 unit of re tirem ent incom e up to  a c e r ta in  maximum 
of in su ra n c e . D e ta iled  coverage  of th e  sp e c if ic  p ro v is io n s of th e  p lan  
a s  to  em ployee b e n e fits  w ill not be  covered  a s  i t  i s  not p e rtin en t to  th is  
s tu d y .
A lev e l annual b a s is  is  u sed  for th e  dete rm ina tion  of prem ium s 
under group perm anent in su ra n ce  w ith  a g u a ran tee  of th e  ra te  for th e
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po licy  once it  h as  b een  i s s u e d . ^  The in su ra n c e  com pany has th e  right 
to  re v is e  th e  ra te  s tru c tu re  a t th e  end of each  fiv e  year p e rio d . The em­
p lo y e e 's  a tta in e d  age  i s  u sed  in  com puting premium c o s ts  if  ad d itio n a l 
u n its  a re  pu rch ased  a fte r  th e  in it ia l  coverage  of the  p a rtic u la r  em ployee. 
A lev e l p e rcen tag e  of sa la ry  form ula, a y e a r 's  se rv ice  form ula, or a  
money p u rch ase  form ula may be u se d  a s  a b a s is  in  c a lcu la tin g  th e  amount 
of th e  p e n s io n . The fea tu re s  as d e sc rib e d  in d ic a te  th a t th e  p lan  i s  
a c tu a r ia lly  sound from th e  funding medium stan d p o in t.
Ind iv idua l Retirem ent Income P o lic ie s  in  T ru st—The period  of 1940 
through 1944 saw  a m arked r is e  in  th e  number of in d iv id u a l po licy  p la n s . 
The h igher c o s t of th is  type  p lan  a s  com pared to  the  group annuity  w as 
not a m ajor c o n sid e ra tio n  to  m anagem ent during th e  y e a rs  of W orld W ar 
I I .  The re a so n  for th is  apparen t la c k  of econom ical financ ing  is  e x ­
p la in ed  in  a number of w a y s . The e x c e s s  p ro fits  tax  w as in  fu ll fo rce  
a t th is  tim e , and  th e  net c o s t to  an  em ployer for con tribu tions m ade to  
an  approved p lan  during th e s e  y e a rs  w as sm all b e c a u se  th e s e  e x p en d i­
tu re s  w ere d ed u c tib le  a s  b u s in e s s  e x p e n s e s . If a free ze  on sa la ry  
s c a le s  w as im posed on a p a rtic u la r  em ployer or in d u stry  during th e  w ar 
em ergency , th e  u se  of th e  in d iv id u a l p o licy  p lan  made th e  job or p o s i ­
tio n  much more en tic in g  th a n  w ould  have  o th erw ise  been  th e  c a se  if  a 
le s s  a ttra c tiv e  p lan  w as o ffered . It should  be noted h ere  a lso  th a t
■ ^ C a r r o l l  W .  B oyce, How to  P lan  P en sio n s  (New York: M cG raw - 
H ill Book C om pany, I n c . ,  1950), p .  140.
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re la tiv e ly  few in su ra n ce  com panies w ere engaged  in  th e  group an n u ity  
underw riting a t th is  p a rtic u la r  t im e .
In  c o n tra s t to  th e  group a n n u ity , th e  in d iv id u a l p o lic ie s  a re  
w ritten  in  the  nam es of th e  p e rso n s  c o v ered . The ind iv idua l p o lic ie s  
do not co n ta in  such  inform ation  a s  to  th e  b e n e fit form ula being  u s e d , 
e lig ib il i ty  req u irem en ts , and  o ther b a s ic  p ro v is io n s  w hich  are found in  
the  t r u s t  ag reem en t. U nder th e  p ro v is io n s of a  p e n s io n  tru s t th e s e  
p o lic ie s  are  g en era lly  p laced  in  th e  cu sto d y  of a  t ru s te e  to  hold  a s  long 
as th e  in d iv id u a l rem ains in  th e  em ploym ent of th e  b u s in e s s .  The term s 
of th e  tru s t  agreem ent provide th a t th e  d ea th  and  re tirem en t b e n e f its  are 
au to m atica lly  p ay ab le  to  th e  p a r t ic ip a n t . The in d iv id u a l p o licy  p la n s  
a lm ost a lw ays co n ta in  a  p ro v is io n  for in su ran ce  b e n e fits  to  in su ra b le  
em ployees in  ad d itio n  to  th e  p e n s io n  fe a tu re . In su ran ce  i s  p rov ided  
equal to  100 or 150 tim es th e  m onthly p e n s io n .
I f  an  em ployee is  u n in su ra b le , a re tirem en t annu ity  con trac t, i s  
pu rch ased  for h im . D eath  b e n e f its  are lim ited  to  re tu rn  of prem ium s or 
c a sh  v a lu e , w h ich ev er i s  g re a te r  a t d a te  of d e a th .
An im portant fea tu re  of th is  type  p lan  i s  o u tlin ed  by M r. B ronson
in  th e  follow ing q u o ta tio n : "They m ust m eet th e  minimum le v e l-
premium re se rv e  requ irem en ts of th e  s ta te  in su ra n c e  departm en t, and
there  i s  no se g reg a tio n  of a s s e t s  by re a so n  of th e ir  be ing  is s u e d  to  th e
1 fis in g le  ow nership  of th e  c u s to d ia n  tru s te e  for a  p e n s io n  p la n ."
*®Bronson, o j d .  c i t _ . , p .  58 .
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The in su ra n ce  com pany g u a ra n tee s  annual le v e l premium c o s t for 
th e  life  of each  in d iv id u a l c o n tra c t. The em ployer c o s t may be reduced  
by d iv idends i f  th e  p o lic ie s  are of th e  p a rtic ip a tin g  ty p e . In th e  e s s e n c e ,  
th e  n e t c o s t w ill  depend on th e  in su ra n ce  com pany e x p e rie n c e .
As sum m arized in  th e  Diamond Life B u lle t in s , th e  a d v an tag es  of 
th e  ty p e  p lan  o u tlin ed  in  th is  se c tio n  a re  a s  fo llow s:
(1) In v a lu ab le  life  p ro tec tio n  is  a fforded  th e  
em p lo y ee .
(2) B enefits  p ay ab le  to  th e  em ployee a re  g u a ran ­
te e d  by th e  in su ra n ce  com pany.
(3) The c o s t i s  g u a ran teed  for th e  e n tire  life  of 
each  in d iv id u a l p o lic y , w h ile  ra te s  on group 
an n u itie s  a re  su b je c t to  change a fte r  5 y e a rs  
and  cost, of s e lf -a d m in is tra tio n  w ill vary  w ith  
a c tu a l e x p e r ie n c e .
(4) This p la n  is  very sim ple to  a d m in is te r . The 
tru s te e  need  only c o lle c t  th e  m oney and pay 
th e  prem ium s; he h a s  no re sp o n s ib ili ty  for 
in v e s tm e n ts .
(5) The u se  of in d iv id u a l p o lic ie s  i s  d e s ira b le  in  
sm all groups (under 5 0) b e c a u se  m orta lity  
and se v e ra n ce  canno t be  fo re c a s t a cc u ra te ly  
in  such  groups nor c a n  sp read  of in v es tm en ts  
for sa fe ty  of p rin c ip a l and s ta b il i ty  of incom e 
be ob ta in ed  in  a sm all fund .*^
U ninsured  Trust F unds—This medium of funding a  p e n s io n  p lan  
does not m ake u se  of an  in su ra n ce  com pany. In  som e in s ta n c e s  th e  
se lf -a d m in is te re d  tru s t is  refe rred  to  as a " s e lf- in su re d "  p la n . For 
c la r ity  sak e  i t  seem s a d v isa b le  to  d e s ig n a te  th is  medium of funding in
1 7 The Diam ond Life B u lle tin s , o p . c i t . , p .  24 .
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such  a m anner th a t  a m islead ing  im p ress io n  w ill not be  g iven  by th e  
a s s o c ia t io n  of w ords in  th e  t i t le  of th is  p lan  w ith  th e ir  everyday  common 
u s a g e . S ince  i t  i s  not an  in su re d  p la n , i t  i s  an u n in su red  p la n . The 
u sag e  of th e  term  " se lf-a d m in is te re d "  a s  th e  d e s ig n a tio n  for th e  un in ­
su red  tru s t  fund type  p lan  p re se n ts  an  e lem ent of in c o n s is te n c y . It is  
im p o ssib le  for th e  p lan  to  ad m in iste r i t s e l f .  The adm in istering  of the  
p lan  i s  by  th e  em ployer through a t r u s te e .
Two of th e  b a s ic  d iffe ren c e s  th a t  e x is t  in  th is  medium of funding 
and th a t of th e  in su ra n ce  com pany medium a re  a s  follows.: (1) th e  in ­
d iv idua l life  i s  th e  heart of th e  in su ra n ce  com pany medium; th e  em ­
p loyee  group as a w hole  i s  th e  underly ing  fo rce  in  th e  t ru s t  fund 
m ethod, and (2) th e  in su ra n c e  com pany premium charge  in c lu d es  
"load ing" to  ta k e  c a re  of a c tu a r ia l and o ther e x p en se s ; under th e  tru s t 
fund m ethod th e  h iring  of an  a c tu a ry  and o th er p ro fe ss io n a l s e rv ic e s  is  
an  independen t tra n s a c tio n  invo lv ing  c o s ts  com plete ly  se p a ra te  from 
th e  reg u la r co n trib u tio n s to  th e  fu n d .
If th is  m ethod of funding is  s e le c te d , a  tru s t agreem ent w ill  be 
draw n u p . This in strum en t p rov ides th a t a p lan  h as b e e n  e s ta b lis h e d  
and th a t co n trib u tio n s  w ill  be  m ade to  fund th e  c o s t of th e  b e n e f i ts . It 
fu rther s t ip u la te s  th a t in v es tm en ts  w ill be made from th e  fund and th a t 
upon proper au th o riza tio n  b e n e fits  w ill b e  p a id . The ex ac t term s of th e  
p en sio n  p lan  se t up in  con ju n c tio n  w ith  th is  tru s t  a re  com plete ly  in d e ­
penden t of th e  form al t ru s t  ag reem en t. The tru s te e  in  th e  m ajority  of 
c a s e s  is  a  bank or o ther com m ercial t ru s t  in s t i tu t io n . The funding
56
m ethod s e le c te d  may be  any of th e  m ethods d is c u s s e d  e a r lie r  in  th is  
ch ap te r .
F lex ib ility  h a s  b een  g iven  a s  one of th e  favo rite  c h a ra c te r is t ic s  
of th e  tru s t- fu n d  p la n . Two d is t in c t  v iew po in ts may be  ta k e n  of th is  
c h a ra c te r is t ic .  One v iew poin t is  th a t th is  ty p e  p lan  g iv es  more la titu d e  
to  th e  em ployer in  e ith e r  m aking th e  in v es tm en ts  from th e  fund or in  d ic ­
ta tin g  to  a la rg e  deg ree  w hat th e  t r s u te e  c a n  do in  m aking th e  in v e s t ­
m en ts . In  any event th e  p a rticu la r  s ta te  law  governing  tru s t- fu n d  t r a n s ­
a c tio n s  w ill have to  be  o bserved  by th e  re sp o n s ib le  p a r ty . The o ther 
v iew poin t i s  th a t  th e  f le x ib ility  afforded under th is  p lan  sh if ts  the  
re sp o n s ib ili ty  for th e  in v e s tm e n ts , ea rn in g s on th e s e  in v e s tm e n ts , 
ex p en ses  in c id en t to  th e  opera tion  of th e  p la n , and th e  l ife  ex p ec tan cy  
c a lc u la tio n s  to  th e  em ployer in itia tin g  th e  p la n . The deg ree  of r e ­
sp o n s ib ility  re ta in e d  by th e  em ployer e s ta b lish in g  th e  p lan  w ill depend 
on th e  ex ten t of o u ts id e  p ro fe ss io n a l s e rv ic e s  secu red  from a  tru st, i n ­
s titu tio n  and  an a c tu a ry .
F lex ib ility  in  th e  tru s t- fu n d  p lan  goes beyond d e c is io n  m aking in  
re sp e c t to  w hat in v es tm en ts  to  make from th e  co n trib u tio n s in  th e  fund . 
There i s  g en era lly  no n e c e s s i ty  for a w a itin g  period  for em ployee e l i ­
g ib ility  a s  is  th e  c a s e  under th e  m ajority  of th e  in su red  type  p la n s . The 
c o s t e lem ent a s s o c ia te d  w ith  th is  e lim in a tio n  of a  w a itin g  period  should  
be of no s ig n if ic an c e  b e c a u se  th e re  i s  no su rrender charge  for w ith ­
d raw als a s  is  requ ired  under nearly  a ll  of th e  in su re d  p la n s .  The rea so n  
for a su rrender charge  in  an  in su red  p lan  is  to  cover th e  c o s ts  of
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e s ta b l is h in g , m ain tain ing  and term ina ting  an em p lo y ee 's  coverage  under 
th e  p la n . This charge  i s  u su a lly  a s s e s s e d  a g a in s t th e  em ployer. If 
im m ediate fu ll v e s tin g  is  provided under any ty p e  p lan , th e  ex p en se  
w ould be very  heavy  if  th e  tu rnover ra te  is  h igh  during th e  in it ia l  y e a rs  
of em ploym ent.
If th e  em ployer e le c ts  to  h an d le  th e  m ajority  of th e  ad m in istra tiv e  
func tions in c id en t to  th e  tru s t- fu n d , an  em ployee-em ployer re la tio n sh ip  
may be m ain tained  through  co rre sp o n d en ce , b en e fit d isb u rse m e n ts , e tc . 
th a t does not e x is t w hen  a th ird  p arty  i s  hand ling  th is  p h a se  of th e  pro­
gram . C o n tac ts  m ain tained  in  th is  m anner c an  add to  th e  overa ll e ffe c ­
t iv e n e s s  of th e  re tirem en t p lan .
C on tribu tions to  th e  tru s t- fu n d  do not have  to  be  m ade on sp ec ified  
d a te s  and in  s tip u la te d  am ounts a s  i s  requ ired  under an  in su red  type  
p la n . In c e r ta in  p erio d s  of b u s in e s s  r e c e s s io n  th is  may prove to  be  an 
a lle v ia tin g  fa c to r . It is  im perative  not to  lo s e  sigh t o f th e  fac t th a t 
co n trib u tio n s w ill hav e  to  be m ade ev en tu a lly  in  su ffic ie n t amount to  
p rovide th e  b e n e fits  ag reed  upon in  th e  p lan  i t s e l f .  There is  th e  n e c e s ­
s ity  of keep ing  th e  tru s t- fu n d  type  p lan  a c tu a r ia lly  sound  in  th e  sam e 
m anner th a t  an  in su re d  p lan  i s  rev iew ed  p e rio d ica lly  to  determ ine i ts  
a d eq u a cy . A w ell co n ce iv ed  p la n , sound a c tu a r ia l com pu ta tions, 
prudent in v e s tm e n ts , and frequent re c a lc u la tio n s  of co n trib u tio n  r e ­
qu irem ents a re  a ll re q u is ite s  for th e  safeguard ing  of th e  m oneys 
con tribu ted  and for th e  adequacy  of p ro v is io n s made for p a r t ic ip a n ts .
An a lte rn a tiv e  to  making b e n e fit paym ents d irec tly  to  the
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rec ip ie n ts  from th e  fund accum ulated  under th e  tru s t- fu n d  ty pe  p la n  i s  th e  
pu rchasing  of a n n u itie s  from an in su ra n c e  com pany under w hich  paym ents 
are  m ade to  re tire d  e m p lo y ee s .
W hat fac to rs  m ust be  tak en  in to  c o n s id e ra tio n  by an  ac tu a ry  in  
e s ta b lish in g  th e  amount of con tribu tions n e c e ssa ry  to  prov ide d e s ired  
b e n e fits  under a  p lan  of th e  tru s t- fu n d  ty p e ?  In te re s t  and  p o s t-re tire m e n t 
m orta lity  are  tw o p rin c ip a l fac to rs  of th e  m andatory ty p e  th a t  a re  ta k e n  
in to  accoun t by th e  a c tu a ry . O ther fac to rs  th a t  may b e  g iven  reco g n itio n  
in  de te rm ina tion  of d e p o s its  requ ired  a re  tu rnover and p re -re tirem en t 
m orta lity . The a c tu a r ia l com putations w ill be  a ffe c te d  by th e  follow ing 
fac to rs  if  th ey  a re  p rov ided  for in  th e  p lan : d is a b il i ty  b e n e f i ts ,  d eath  
b e n e f i ts ,  and v estin g  r ig h ts .
If th e  p la n  is  of th e  q u a lif ied  ty p e , none of th e  co n trib u tio n s  can  
rev e rt to  th e  com pany in  th e  c a se  of d isc o n tin u an c e  of th e  p la n . A pro ­
v is io n  in  th e  p lr^  or t ru s t  agreem ent w ill s e t  forth th e  b a s is  to  be  used  
in  d is tr ib u tin g  th e  fund accum ulation  to  th e  p a r t ic ip a n ts . The more g en era l 
p rov ision  is  th a t the  fund be d is tr ib u te d  in  c a sh  or th a t a n n u itie s  be pur­
c h a se d  for th e  e m p lo y e e s .
C om bination P la n s —The p reced ing  d is c u s s io n  of four m edia 
offered  under th e  in su re d  type  p lan  and th e  tru s t-fu n d  p lan  of th e  un in ­
su red  type  may be u se d  in  vary ing  com binations to  provide d e s ired  
b e n e f its .  An in te llig e n t com bination  p lan  c an  not be recom m ended u n le s s  
th e  various fac to rs  and cond itions in  an  in d iv id u a l c a s e  are  s tu d ie d  to  
determ ine w h ich  type  com bination , if  a  com bination  a t a l l ,  i s  m ost
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fe a s ib le  o One p o s s ib le  com bination  is  th e  funding of p a s t  se rv ic e  c o s ts  
through th e  u se  of th e  group annu ity  medium or a  tru s t- fu n d  w ith  th e  in ­
d iv idua l p o lic ie s  or group perm anent medium u se d  for th e  funding of 
fu ture  se rv ice  b e n e f i ts .
A lo g ic a l ex p lan a tio n  of th e  u se  of th e  com bination  p lan s  in  a 
g iven  c a s e  is  th a t  th e  f le x ib il i ty , e s p e c ia l ly  in  th e  m atter of co n trib u ­
t io n s ,  of th e  un in su red  p lan s  can  be very  d e s irab ly  coup led  w ith  th e  a d ­
v an tag es  afforded by  an  in su re d  plan* If th e  in ten t of th e  b u s in e s s  i s  to  
qua lify  th e  p la n , th e  con ten t of th e  com bination  p lan s  m ust be  such  th a t  
i t  m eets th e  requ irem en ts of th e  C o d e . A re se rv e  c re a te d  through th e  
p u rchasing  of o rd inary  life  in su ra n c e  to  be converted  to  a n n u itie s  a t 
re tirem en t age may provide an annu ity  of such  a sm all s iz e  th a t i t  w ill 
se rve  to  keep  th e  p lan  from q u a lify in g . A q u o ta tio n  from th e  ru lings of 
th e  Revenue D epartm ent concern ing  th is  po in t w ill  se rve  a s  th e  b a s is  
for th is  o b se rv a tio n : "Prim arily  for th e  paym ent of d e fin ite ly  d e te r-
18m inable b e n e fits  to  em ployees over a period  of y e a rs  a fte r  re tire m e n t."
A com bination  th a t perm its th e  in su ra n c e  com pany to  perform  i ts  
p rin c ip a l fu n c tio n , th e  hand ling  of life  c o n tin g e n c ie s , and  th e  tru s t 
com pany to  engage in  th e  a c t iv i t ie s  for w hich  i t  i s  b e s t  su ite d , h a n d lin g , 
in v es tin g  and accum ulating  th e  requ ired  fu n d s , w ould  seem  to  co n ta in  
th e  re q u is ite s  for th e  m ost e ff ic ie n t and  econom ical a rrangem en t. If 
th is  type  arrangem ent d e v e lo p s , th e  re sp o n s ib ili ty  for in te re s t  or
18R eg. 118, S e c . 39 .1 6 5 -1  (a) (2); Rev. Rul. 5 4 -6 7 , 1954-1 
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earn in g s on th e  in v es tm en ts  w ould fa ll on th e  t ru s t  fund prio r to  r e t i r e ­
ment of th e  in d iv id u a l, and th e  re s p o n s ib ili ty  for th e  in te re s t  fac to r 
a fte r  re tirem en t w ould  sh ift to  th e  in su ra n ce  com pany.
CHAPTER IV
QUALIFYING PENSION AND PROFIT SHARING PLANS
Although th e  aim of th is  p a rtic u la r  c h ap te r  is  to  p re sen t th e  c u r­
ren tly  effective. F ederal le g is la t io n  ou tlin ing  th e  requ irem en ts for q u a li­
f ic a tio n  of b en e fit p la n s , a few p o in ts  of g e n e ra l in te re s t  on th e  su b je c t 
a s  a w hole w arran t d isc u ss io n  befo re  p roceed ing  w ith  th e  m ain to p ic .
The m ateria l in  th is  c h ap te r w ill not be s la n te d  tow ard  th e  in d iv id u a l 
ch o ice  of funding m ethod or m edium . The law  in  ou tlin ing  th e  req u ire ­
m ents for q u a lif ic a tio n  of a tru s t  a n d /o r  a p lan  does not recom m end e ith e r  
m ethods or m edia of f in a n c in g . The ch o ice  of fin an c in g  arrangem ents 
r e s ts  so le ly  w ith  th e  p lan  sp o n so r. No attem pt w ill be  m ade a t th is  point 
in  th e  study  to  c a ll  a tte n tio n  to  any  p o ss ib le  co n flic t th a t may e x is t  b e ­
tw een  th e  s tr ic t  accoun ting  th eo ry  trea tm en t of a p a rtic u la r  item  and th e  
requirem ent for hand ling  th e  item  under th e  ta x  law . C hap ter V, P ension  
P lan  C o s ts , w ill  co n ta in  an a n a ly s is  of th e  a lte rn a tiv e s  and p o in ts  of 
departu re  b e tw een  ta x  accoun ting  and s tr ic t  accoun ting  theo ry  w hen 
and if  th e s e  v a ria tio n s  concern  e lem en ts  of th is  s tu d y .
The m ateria l p re se n te d  in  th e  follow ing p ag es  o f th is  c h ap te r w ill 
c o n s is t  of em pirica l d a ta  for th e  m ost p a r t . S ince  th e  prim ary c o n s id e ra ­
tio n  in  th is  s tu d y  is  not to  p resen t th e  d e ta ile d  ta x  trea tm en t connec ted  
w ith  a ll  of th e  p a rts  of th is  com prehensive f ie ld  of deferred  b en efit 
p la n s , th e  ru lin g s and d e c is io n s  of th e  re sp o n s ib le  F edera l a g en c ie s
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and th e  cou rts  in  in te rp re tin g  th e  C ode p ro v isio n s w ill be  excluded  from 
d e ta ile d  p re se n ta tio n . S ec tio n s  401 through 404 are  th e  p rin c ip a l s e c ­
tio n s  of th e  1954 Code covering  deferred  co m pensa tion  b en efit p la n s . 
T hese sp e c if ic  s e c tio n s  are  in te rp re te d  by  T reasury  D e c is io n  6203 
is s u e d  on Septem ber 24 , 1956. Revenue Ruling 5 7 -1 6 3 , is s u e d  A pril, 
1957, c o n s titu te s  ano ther so u rce  of a u th o rita tiv e  d a ta  for c la r if ic a tio n  
of th e s e  sp e c if ic  Code s e c t io n s .  The e x c lu s io n  of th e  C ode in te rp re ta ­
tio n s  in  th is  c h ap te r  in  no w ay  m eans th a t th ey  a re  be ing  m inim ized or 
th a t th ey  w ere overlooked  in  covering  th e  ta x  p h a se  of th e  q u a lif ied  p e n ­
s io n  and  profit sharing  p la n s . T hese ru lings and d e c is io n s  are  of v ita l  
im portance in  in d iv id u a l c a s e s  of co n flic t of op in ion  w ith  re sp e c t to  th e  
con ten t or in te n t of a p a rtic u la r  C ode s e c tio n . S tre s s  in  th is  ch ap ter 
of th e  s tu d y  i s  p la c e d  on th e  p a rtic u la r  p e rtin en t C ode p ro v isio n s a s  
w ritten  and e n ac te d  by th e  C o n g re ss  of th e  U nited  S ta te s .
To th e  em ployer e s ta b lis h in g  a deferred  co m p en sa tio n  p lan  of th e  
p en sio n  or profit sharing  ty p e , th e  d e s ira b ili ty , from th e  ta x  s ta n d ­
poin t a t l e a s t ,  o f "q u a lify in g ” th e  p lan  i s  u n q u e s tio n e d . The ta x  a d ­
v an tag e  i s  not lim ited  to  th e  p ro v is io n  in  th e  C ode perm itting  em ployer 
d e d u c tio n s , under sp e c if ie d  c o n d itio n s , for co n trib u tio n s to  a q u a lified  
t r u s t .  Of g rea t im portance from a ta x  s tan d p o in t is  th e  p rov ision  in  th e  
Code perm itting  th e  incom e from th e  q u a lif ie d  tru s t  to  be exem pt from 
ta x .  A d o lla r in v e s te d  a t tw o per cen t com pound in te re s t  w ill double 
i t s e l f  in  th ir ty -f iv e  y e a r s .  T his s ta tem en t m akes i t  q u ite  ev id en t how 
much th e  ta x  exem pt s ta tu s  of a t ru s t  m eans to  th e  accum ulation  of
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funds to  be u sed  in  d is trib u tin g  b e n e f i ts .
C erta in  r ig id  requirem ents im posed  under a  q u a lif ie d  p lan  may d i s ­
suade an  em ployer in  apply ing  to  th e  In te rna l R evenue S erv ice  for q u a lif i­
c a tio n  of h is p la n . The d is c u s s io n  in  th is  ch ap te r w ill  p roceed  on the  
p rem ise  that th e  ta x  ad v an tag es afforded  by a q u a lif ie d  p lan  w eigh  so 
h eav ily  in  favor of q u a lif ic a tio n  th a t w h a tev er d isa d v a n ta g e s  may e x is t 
in  co n n ec tio n  w ith  a  q u a lified  p lan  a s  com pared to  a  n o n -q u a lif ie d  type  
plan w il l  be of secondary  c o n s id e ra tio n .
The firs t In te rna l Revenue C ode w as approved by th e  C o n g ress  of 
the U n ited  S ta te s  on February 10, 1939 . After th e  enactm ent of th e  f irs t 
C ode, m ajor am endm ents w ere  made to  i t  through th e  Revenue Act of 
1942 . The m ost recen t F edera l le g is la t io n  having c o n s id e ra b le  im pact 
on p e n s io n  and p ro fit sharing  p lans i s  em bodied in  S ec tio n s  401 through 
404 o f th e  In te rn a l.Revenue C ode of 1954 . C oupled  w ith  th e s e  se c tio n s  
of th e  Code are  th e  sub seq u en t am endm ents to  them  and the  code s e c ­
tio n s  th a t  have c ro s s  refe ren ce  a p p lic a b ili ty . P rio r to  th e  d is c u s s io n  
of th e  p ro v isio n s of th e  f irs t  C ode , adop ted  in  1939, s ix  Revenue A cts, 
dating  back  to  1921, w ill be d is c u s s e d .  Each of th e  s ix  A cts con ta in  
p ro v is io n s  re la tiv e  to  re tirem ent p la n s .  The co n ten t of th e  e a r lie r  A cts 
on th is  su b jec t w a s  very m eager a s  com pared to  th e  e x te n s iv e  p rov i­
sions o f the  1954 Code w hich  i s  in  e ffe c t a t th e  p re se n t tim e .
The developm ent of th e  le g is la t io n  on th is  su b je c t w ill be  trac ed  
ch rono log ica lly  to  point up how th e  C ongress  h a s  a c te d  in  an  attem pt to  
co rrec t in e q u itie s  th a t becom e apparen t in  th e  e a r lie r  A c ts . As tim es
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change and th e  problem  of old age  re tirem en t in c re a s e s  in  in te n s ity , th e  
C o n g ress  w ill be  c a lle d  on to  m ake c e r ta in  a lte ra tio n s  in  th e  e x is tin g  
s ta tu te s  to  d ea l more a d eq u a te ly  w ith  th e  changed  co n d itio n s  .
LEGISLATION PRIOR TO THE 1939 CODE
The Revenue Act of 1921—S ec tio n  219(f) of th e  Revenue Act of 1921 
co n ta in ed  p ro v is io n s of im portance to  a  b u s in e s s  w ith  a s to ck  bonus or 
pro fit sharing  p la n . A lthough s to ck  bonus p la n s  a re  ex c lu d ed  from c o v e r­
age  in  th is  s tu d y , frequen t re fe ren c e  is  m ade to  th is  ty p e  p lan  in  th e  
F ed era l A cts . P ension  p lan  t ru s ts  w ere  not co v ered  by  se c tio n  219(f) of 
th e  Revenue Act of 1921. The w ording of th is  s e c tio n  a s  i t  appears  in  
th e  s ta tu te s  is  a s  fo llow s:
A tru s t  c re a te d  by  an  em ployer a s  a  part o f a stock  
bonus or p ro f it-sh a r in g  p lan  for th e  e x c lu s iv e  b en efit 
of som e or a ll  of h is  e m p lo y e e s , to  w hich  c o n trib u ­
tio n s  a re  made by su ch  em ployer, or em p lo y ees , or 
b o th , for th e  pu rpose  of d is tr ib u tin g  to  such  em ployees 
th e  earn ings and  p rin c ip a l of th e  fund accu m u la ted  by 
th e  tru s t  in  acco rd an ce  w ith  su ch  p la n , sh a ll not be  
ta x a b le  under th is  s e c t io n , bu t th e  am ount a c tu a lly  
d is tr ib u te d  or m ade a v a ila b le  to  any d is tr ib u te e  sh a ll 
be  ta x a b le  to  him  in  th e  y e a r in  w hich  so  d is tr ib u te d  
or m ade a v a ila b le  to  th e  ex ten t th a t i t  e x ce ed s  th e  
am ount pa id  in  by  h im . 1
The above q u o ta tio n  cam e from th e  f irs t le g is la t io n  e n ac te d  to
exem pt em ployee t r u s t s .  No re fe ren ce  i s  in c lu d ed  in  th is  le g is la t io n
to  th e  em ployer tak in g  a s  d ed u c tio n s th e  co n trib u tio n s m ade by him to
th e  t r u s t .  S even  y e a rs  la te r  under se c tio n  23(q) of th e  Revenue Act of
142 S ta t .  247 (1923).
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1928 th e  em ployer w as g iv en  sp e c if ic  p e rm iss io n  for th e  f irs t  tim e to  
d educt h is  co n trib u tio n s to  th e  tru st*  S p ec ific  s e c tio n s  of la te r  Revenue 
A cts cover th e  two d is t in c t  p a rts  of th e  c o n tr ib u tio n s— (1) for p a s t 
se rv ic e  l ia b i l i ty ,  and (2) for cu rren t se rv ice*  A num ber of y e a rs  la te r  
th e  w ording of th e  above s e c tio n  of th e  Revenue Act of 1921 a s  c o n ­
cern s "som e or a ll  of h is  em p loyees"  w as changed  in  order to  c lo s e  a 
p o s s ib le  loopho le  for d isc rim in a tio n  a g a in s t c e r ta in  em ployees „
The Revenue Act of 1926—The only change  made in  th e  w ording of 
se c tio n  219(f) of th e  Revenue Act of 1926 a s  com pared to  th a t sam e s e c ­
tio n  of th e  Revenue Act of 1921 w as th e  in se r tin g  of th e  w ord "pension"
2
im m ediately  follow ing th e  w ord " p ro f it- s h a r in g ."  T his exem ption ,
a fforded  th e  p en s io n  t ru s t  by se c tio n  219(f) of th e  Revenue Act of 1926,
3
m erely fo rm alized  th e  p ra c tic e  of th e  p reced ing  five  y e a r s .
The Revenue Act of 1928—Two se c tio n s  o f th is  Revenue Act are  
co n cern ed  w ith  th e  com posite  su b je c t of em ployee re tirem en t p la n s . 
S ec tio n  23(q) d e a ls  s p e c if ic a lly  w ith  th e  a llow ing  a s  a  d eduction  the  
am ounts con tribu ted  to  th e  t ru s t  in  e x c e ss  of th e  am ount requ ired  for th e  
p en sio n  l ia b i li ty  accru ing  during th e  y e a r . S ec tio n  165 of th is  Act co n ­
ta in e d  b a s ic a lly  th e  sam e in form ation  th a t w as co n ta in ed  in  se c tio n  
219(f) o f th e  Revenue Act of 1926.
A ssum ing th a t th e  tru s t  i s  exem pt from ta x  under se c tio n  165 of 
th e  Revenue Act of 1928, th e  em ployer is  a llow ed  to  deduct a  " rea so n a b le"
244 S ta t .  33-34 (1927).
^C h arles  Lee D earing , In d u s tr ia l P en sio n s (W ashing ton , D . C . :
The Brookings In s titu tio n , 1954), p .  286 .
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amount tran sfe rred  or p a id  in to  such  tru s t during th e  ta x a b le  y ear in  
e x c e ss  of th e  amount for p e n s io n  l ia b i l i ty  accru ing  during th e  y e a r .
The lim ita tio n s  im posed by  th e  law  in  allow ing  th e  d ed u ctio n  is  th a t:
(1) th e  am ount h as  not b e e n  a llo w ab le  a s  a  deduction  p re v io u s ly , and
(2) apportionm ent i s  m ade of th e  a llo w ab le  deduction  over a period  of 
te n  c o n sec u tiv e  y e a rs  beg inn ing  w ith  th e  y e a r  in  w hich  th e  tra n s fe r  or 
paym ent i s  m ade .^
The e ffec t of th e  p ro v is io n  o u tlin ed  in  th e  p reced ing  paragraph  
w as to  perm it em ployers th a t  had  e s ta b lis h e d  “re s e rv e s "  in  connec tion  
w ith  th e ir  p en sio n  p lan s  in  th e  im m ediate ly  p reced ing  s ix  to  e igh t y e a rs  
to  tra n s fe r  to  a tru s te e  th e  amount p ro v id ed . The to ta l  funded am ount 
had  to  be  sp read  over a  p e riod  of te n  y e a rs  for ta x  p u rp o s e s . The p re ­
ced ing  p o in t should  not be  co n stru ed  to  m ean th a t  th e  em ployer m ust 
have p rev io u s ly  e s ta b lis h e d  a  " re se rv e "  to  be  ab le  to  ta k e  advan tage  
of th is  s e c tio n  of th e  A ct. The w ording of th e  se c tio n  is  such  th a t  a 
deduction  may b e  tak e n  for a  lump sum  paym ent covering  p a s t  se rv ic e  
l ia b ili ty  even  though th e  p lan  i s  be ing  in it ia te d  w ith  th is  f irs t paym ent 
to  th e  t r u s t .
The Revenue Act, of 1932— M inor ch an g es w ere m ade in  se c tio n s  
23(q) and 165 of th e  Revenue Act of 1928 by th e  Revenue Act of 1932. 
S ec tion  23 (q) co n ta in ed  th e  sam e p ro v is io n s in  th e  1932 Act a s  w as co n ­
ta in e d  in  th e  1928 Act w ith  th e  follow ing a d d itio n a l p ro v iso —
445 Stat  . 802 (1929).
. . . any d eduction  a llow ab le  under se c tio n  23(q) 
of th e  Revenue Act of 1928 w hich  under such  se c tio n  
w a s  apportioned  to  any ta x a b le  y ear su b seq u en t to  th e  
ta x a b le  y e a r  1931 sh a ll  be a llow ed  a s  a deduction  in 
th e  y ea rs  to  w hich so  apportioned  to  th e  ex ten t a llo w ­
ab le  under such  se c tio n  if  i t  h ad  rem ained  in  fo rce  w ith 
re sp e c t to  such  y e a r . ^
S ec tio n  165 of th e  Revenue Act. of 1928 provided  th a t th e  am ounts 
con tribu ted  by th e  em ployer to  a fund and th e  earn ings on th a t fund w ould 
be tax e d  to  th e  d is tr ib u te e  in  th e  y ear in  w hich d is tr ib u te d  or made a v a i l ­
ab le  to  h im . The change made in  th is  s e c tio n  of th e  Revenue Act of 1932 
w as a s  fo llow s: „ „ but th e  amount a c tu a lly  d is tr ib u te d  or m ade a v a i l­
ab le  to  any d is tr ib u te e  sh a ll be  tax ab le  to  him in  th e  y e a r  in  w hich so  
d is tr ib u te d  or made a v a ila b le  to  th e  ex ten t th a t i t  e x ce ed s  th e  am ounts 
pa id  in  by h im ."  This change in  th e  w ording of se c tio n  165 re s to re s  th e  
b a s ic  p ro v is io n  of s e c tio n  219(f) of th e  Revenue Act of 1921 a s  p e rta in s  to  
th e  ta x a b ili ty  of th e  amount rece iv ed  by th e  d is tr ib u te e  in  e x c e s s  of th e  
amount co n trib u ted  by him . This se c tio n  of the  1932 Act in  no way 
a lte re d  th e  ta x  exem pt s ta tu s  of th e  trust: „
The Revenue Act of 1936—There w a s  no change  made in  se c tio n  165 
of th e  Revenue Act of 1936 a s  com pared w ith  se c tio n  165 of th e  Revenue 
Act of 1932. S ec tio n  23(p) of th e  1936 Act c o n ta in s  b a s ic a lly  the  sam e 
p ro v is io n s a s  se c tio n  23(q) o f th e  1932 Act ,. S ec tio n  23 (p) of th e  1936 
Act perm itted  th e  co n tin u a tio n  of deductions th a t w ere  apportioned  under
547 S ta t .  182-183 (1933).
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a corresponding  se c tio n  of any  e a rlie r  Act in  th e  sam e m anner a s  if  it  
had  rem ained in  force w ith  re s p e c t to  such  y e a r .
The Revenue Act of 1938—-Section 23{p) of th e  1938 Act in  dealing  
w ith  P ension  T ru sts  w as more d e ta ile d  th an  w as th e  co rrespond ing  s e c ­
tio n  of prior Acts . The th re e  p a rts  of th is  s e c tio n  are  a s  fo llow s:
(1) G enera l R ule, (2) D eductions under Prior Incom e Tax A cts, and
(3) Exem ption of T rusts U nder S ec tion  165 . U nder th e  G enera l Rule 
part of th is  se c tio n  th e  em ployer’s co n trib u tio n s  to  a P ension  T rust for 
prior se rv ice  l ia b ili ty  are perm itted  a s  d ed u c tio n s in  determ ining ta x  o b ­
l ig a tio n . Two sp e c if ic  s t ip u la tio n s  a re  m ade concern ing  th is  a llo w ab le  
d e d u c tio n . One of th e  re s tr ic tio n s  req u ired  th a t th e  amount had  not been  
a llo w ab le  p rev io u sly  as a d ed u c tio n , and  th e  o ther s tip u la tio n  requ ired
th e  apportionm ent of th e  am ount over a  pe riod  of te n  co n sec u tiv e  y e a rs
7
beg inn ing  w ith  th e  y ear in  w hich  th e  tra n s fe r  or paym ent w as m ad e .
Part (2) of S ec tion  2 3 (p) ex tends th e  p ro v is io n  of th e  correspond ing  
se c tio n  of any e a r lie r  Act. under w hich  apportionm ent of con trib u tio n s had 
b een  m ade to  ta x a b le  y e a rs  beg inn ing  a fte r  D ecem ber 31 , 1937. The d e ­
duction  w ill be a llow ed  in  th e  y ea rs  to  w hich  th e  apportionm ent had  been  
m ade to  th e  ex ten t a llow ab le  under su ch  s e c tio n  if  i t  had  rem ained in  
force  w ith  re sp e c t to  such  y e a r .
P art (3) of S ec tion  2 3 (p) p la c e s  a  q u a lif ic a tio n  on th e  deduction  
under e ith e r  of th e  firs t tw o parag raphs of th is  se c tio n  of th e  A ct.
752 S ta t. 463-464 (1938).
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" .  c . th e  deduction  under e ith e r  paragraph s h a l l  be a llo w ab le  only w ith  
re s p e c t to  a tax ab le  y e a r  (w hether th e  y e a r o f th e  tra n s fe r  or paym ent or 
a  su b seq u en t year) of th e  em ployer ending w ith in  or w ith  a tax a b le  y e a r  
o f tru s t  w ith  re sp e c t to  w hich th e  tru s t i s  exem pt from ta x  under se c tio n  
1 6 5 .1,8
The im portant ch an g e  m ade in  S ection  165(a) of th e  Revenue Act of 
1938 w as th e  adding of th e  requirem ent th a t no d iv e rs io n  ta k e  p la c e  in  
re s p e c t  to  corpus or incom e of th e  tru s t .  T his no d iv ers io n  p ro v isio n  is  
one of th e  requ irem en ts for th e  em p loyees ' t r u s t  to  be exem pt from ta x  
under s e c tio n  165 of th i s  Act. An excerpt from  th e  Act w ill  se rve  to  
c la r ify  th is  im portant requ irem ent w hich ad d ed  p ro tec tio n  for th e  em ­
p lo y ee :
" . . .  (2) if under th e  tru s t in strum en t i t  i s  im ­
p o s s ib le , a t any tim e prior to  th e  s a t is fa c tio n  of a ll 
l ia b ili ty  w ith  re sp e c t to  em ployees under th e  t r u s t ,  for 
any  part o f th e  corpus o r incom e to  be  (w ithin  th e  ta x ­
ab le  year o r th e rea fte r)  u sed  fo r, or d iverted  t o ,  pur­
p o se s  o th er th an  th e  ex c lu s iv e  b e n e fit  of h is  
em p lo y ees. . , 9
The p rev ious requ irem ent d o es  not p rec lu d e  an em ployer from r e ­
se rv ing  th e  righ t to  rec o v e r a t th e  term ina tion  of th e  t ru s t  an  amount 
accu m u la ted  through erroneous a c tu a r ia l com pu tations during th e  p re ­
v io u s  life  of th e  t r u s t . ^
Summary—The m ateria l p re se n te d  on th e  p reced ing  pages in  th is
8Ib id . , p . 4 6 3 -4 6 4 .
9I b i d . , p . 518 .
1 °R eg . I l l ,  s e c .  2 9 .1 6 5 -2  (b).
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ch ap te r w as a sy n o p s is  o f th e  se c tio n s  of s ix  Revenue A cts from 1921 to 
1939 th a t co n ta in ed  p ro v is io n s  d ire c tly  a ffec tin g  E m ployees' T rusts and 
P ension  T ru s ts . Three p rin c ip a l p o in ts  shou ld  be no ted  w ith  re sp e c t to  
th e  key  se c tio n s  of th e  Revenue A cts d is c u s s e d : (1) assum ing  a ll r e ­
qu irem ents w ere  met by th e  em ployer, h is  co n trib u tio n s to  a  p ension  
tru s t  w ere  d ed u c tib le  for ta x  p u rp o ses; (2) th e  earn ings on th e  in v e s t­
m ents of an  em ployee b e n e fit t ru s t  w ere  not su b je c t to  tax ; and (3) th e  
em ployee had  to  report for ta x  p u rp o ses  in  th e  y e a r  in  w hich  d is tr ib u ted  
to  him  or m ade a v a ila b le  to  him th e  amount th a t w as in  e x c e ss  of th e  
am ounts pa id  in  by  him .
THE 1939 INTERNAL REVENUE CODE
In ch rono log ica l o rd er, th e  In te rn a l Revenue C ode of 1939 is  th e  
next F edera l ta x  le g is la t io n  re le v an t to  th e  su b je c t of th is  s tu d y .
S ec tio n  23 of th e  C o d e , "D eductions from G ross In co m e ,"  inco rpora ted  
under paragraph  (p ) , "P ension  T ru s ts , " th e  sam e w ording a s  th is  sam e 
num bered se c tio n  co n ta in ed  in  th e  Revenue Act of 1938 . S ec tio n  165 , 
"E m ployees' T ru s ts ,"  paragraph  (a) "Exem ption from T a x ," co n ta in ed  the  
sam e p ro v isio n s a s  w ere  s ta te d  in  th e  1938 Revenue A ct.
THE REVENUE ACT OF 1942
The m ost s ig n if ic a n t ta x  change th a t took p la c e  in  em ployee d e ­
ferred  b en efit p lan s  in  th e  f irs t h a lf  of th e  tw en tie th  cen tu ry  occurred  in  
1942. S ec tio n  162 of th e  Revenue Act of 1942 am ended se c tio n s  23(p) 
and 165(a) of th e  1939 C o d e . A lso in c lu d ed  in  th e  1942 Act w as th e
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ad d itio n  of a  new su b d iv is io n  (B) to  th e  C ode se c tio n  22(b) (2 ), re la tin g  
to  th e  ta x a tio n  to  em ployees of annu ity  b e n e fits  p u rch ased  by th e  em ­
p lo y er, or by th e  em ployer and em ployee to g e th e r . The ram ifica tio n s of 
th is  change w ill not be exp lo red  h e re  b e c a u se  i t  in v o lv es th e  p erso n a l 
incom e ta x  problem  of th e  b e n e fit re c ip ie n t. The prim ary pu rpose  of th e  
follow ing d is c u s s io n  i s  to  re la te  th e  e ffec t of th e  1942 Revenue Act on 
th e  em ployer qua lify ing  h is  tru s t;  ob tain ing  approval of h is  p lan ; and , 
th e  d e d u c tab ility  of co n trib u tio n s made to  a tru s t  or to  an  in su ran ce  
com pany .
S ec tio n  162 o f th e  Revenue Act of 1942—S ec tio n  165(a) o f th e  1939 
C ode , re la tin g  to  E m ployees' T rusts being  exem pt from ta x , w as am ended 
by S ec tion  162 of th e  Revenue Act of 1942 to  requ ire  th e  fo llow ing:
(1) It is  n e c e ssa ry  for th e re  to  be  a t ru s t  forming part of a 
stock  b o n u s, p e n s io n , or p ro fit sharing  p lan  of an em ployer for th e  e x ­
c lu s iv e  b en e fit of h is  em ployees or th e ir  b e n e fic ia rie s  .
(2) The em ployer, or em p lo y ees , or bo th  m ust make co n trib u ­
tio n s  to  th e  t ru s t  for th e  purpose  of d is tr ib u tin g  to  such  em ployees or 
th e ir  b e n e f ic ia r ie s  th e  corpus and incom e of th e  fund accum ulated  by 
th e  t r u s t .
(3) The tru s t  in strum en t m ust provide th a t i t  is  im p o ssib le  
for any part of th e  tru s t  corpus or incom e to  be u se d  for or d iv erted  to
pu rposes o ther th an  for th e  ex c lu s iv e  b en efit of th e  em ployees or th e ir  
b e n e fic ia r ie s  prior to  th e  s a t is fa c tio n  of a ll  l ia b i l i t ie s  w ith  re sp e c t to  
em ployees and th e ir  b e n e f ic ia r ie s .
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(4) Minimum coverage  for b en efit of th e  tru s t  i s  defined  a s :
(a) sev en ty  per cen t or more of a ll  th e  em p lo y ees , or e ig h ty  per c e n t of 
a ll  th e  em ployees who a re  e lig ib le  to  b en efit under th e  p lan  if  se v en ty  
per cen t or more of a ll th e  em ployees w ith  c e r ta in  e x c lu s io n s , a re  
e lig ib le  to  b en efit under th e  p la n . T hese  e x c lu s io n s  in c lu d e  em ployees 
who have  been  em ployed not more th a n  a minimum period  p resc rib ed  by 
th e  p la n , not exceed ing  five  y e a r s ,  and c e r ta in  irreg u la r or tem porary 
em ployees; or (b) em ployees in  a c la s s  e s ta b lis h e d  by th e  em ployer and 
found by th e  C om m issioner not to  be  d isc rim in a to ry  in  favor of em ployees 
who are o ff ic e rs , sh a re h o ld e rs , sup erv iso ry  p e rso n n e l, or h igh ly  com ­
p e n sa te d  p e rso n n e l. Em ployees on le a v e  of a b se n c e  ( e . g . ,  in  th e  armed 
fo rces) a re  in c lu d ed  in  th e  p e rc en ta g e  com putation  under (a) above if  
such  em ployees a re  e lig ib le  under th e  plan.'*'* The p ro v is io n s a s  o u t­
lin ed  in  (a) above are referred  to  a s  th e  ,,a rb itra ry ,‘ ru le  for determ ining 
minimum coverage  for b en efit of th e  t ru s t  . The "d isc re tio n a ry "  ru le  
does not requ ire  th e  minimum in c lu s io n  of f i f ty - s ix  per c e n t (80 per cen t 
of 70 per cen t) of th e  e lig ib le  em p lo y ee s . The C om m issioner of In te rna l 
Revenue h a s  th e  au tho rity  to  approve any c la s s if ic a t io n  of e lig ib le s  se t 
up by an  em ployer w hich does not d isc rim in a te  in  favor of th e  four ty p e s  
of em ployees enum erated  a b o v e . T his p rero g a tiv e  of th e  C om m issioner 
i s  sp e lle d  out in  (b) ab o v e . "Some p la n s  covering  a s  few  a s  te n  p e r 
c en t h a v e , in  f a c t , re c e iv e d  a p p r o v a l . . . .  Some p lans have covered
**R eq .1 1 1 ,  s e c .  2 9 -1 6 4 -3 .
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1?only sa la r ie d  em ployees a s  d is tin c t from w age  e a rn e r s ."
(5) The con trib u tio n s or b en e fits  provided under the  p la n  
m ust not d isc rim in a te  in  favor of th e  four c la s s e s  of em ployees enum e­
ra te d  in  part (b) of paragraph  (4) ab o v e .
(6) The requ irem ents of paragraph  (4) above (sec tio n  165(a)
(3) 1939 Code a s  am ended) sh a ll be  co n sid ered  as hav ing  been  m et during 
th e  w hole of any ta x a b le  y ear of th e  p lan  i f  on one day in  each q u a rte r  it 
s a t is f ie d  such  req u irem en ts .
The requ irem ents ou tlined  above in d ic a te  the  a ttem p t th a t w a s  made 
by the  C o n g ress  to  s tren g th en  s e c tio n  165 of th e  1939 C o d e . As w ill  be 
po in ted  out la te r  in  th e  proper p la c e  in  th is  c h ap te r , v e ry  minor ch an g e s  
w ere m ade in  se c tio n  165(a) in  th e  1954 C o d e . The fa c t  th a t no am end­
m ents w ere  made to  se c tio n  165(a) of th e  1939 Code a f te r  the  very  
thorough overhau ling  it  rece iv ed  in  th e  Revenue Act of 1942 le a d s  to  the  
co n c lu sio n  th a t th e  m ajor ch an g es d esired  and  c o n s id e re d  to  be in  th e  
b e s t in te re s t  of a ll  p a rtie s  concerned  w ere co n ta in ed  in  th o se  re q u ire ­
m ents of th e  1942 Act a s  p a rap h rased  ab o v e .
In th e  lig h t of developm ents th a t have tak en  p la c e  in  the p a s t  
f ifteen  or more y e a r s ,  an  o b se rv a tio n  made in  D ecem ber, 1942, by  a 
law yer from North C a ro lin a , who h a s  spen t much tim e in  re sea rch  and
•^Joseph  p . M cN am ara, "The Tax S ide of P ension  P la n n in g ,"  
N ationa l A sso c ia tio n  of C o st A ccountants B u lle tin  (On July  1, 195 7 , 
th e  name of th is  o rg an iza tio n  w as changed to  th e  N ationa l A sso c ia tio n  
of A cco u n tan ts ), XXXI (Ju ly , 1950), 1324-1325 .
1356 S ta t. 862-863 (1943).
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p ra c tic e  in  th e  f ie ld  under sc ru tin y  in  th is  s tu d y , seem s appropria te  to  
in c lu d e  a t th is  po in t:
It is  to  be e x p e c te d  th a t  th e  Board and  th e  C o u rts  
w ill co n stru e  th e  new  s ta tu te  in  th e  lig h t of th e  s p ir i t  
w hich  surrounded i t s  e n ac tm en t. W ays c a n  be found 
to  uphold  the  exem ption  of good faith  p l a n s , p a r­
t ic u la r ly  w here th e y  w ere  in  e x is te n c e  p rio r to  th e  
adop tion  of th e  Act „ . „ . The e s tab lish m en t in  th e  
fu ture  of p lan s w h ich  in  re a lity  a re  for th e  b en efit of 
a  favored  few shou ld  be  u n d ertak en  w ith  c au tio n , if  
a t a ll  „ ^
S ec tio n  23 of the  1939 C ode Amended by Revenue Act of 1942 — 
Previous le g is la t io n  dealing  w ith  th e  d ed u c tio n  of em ployer con tribu tions 
to  p en sio n  t ru s ts  w as found in  S ec tio n  23(a) and (p ) of th e  1939 Internal 
Revenue C o d e . S ec tion  23(a) re la te d  to  ord inary  an d  n e c e s s a ry  b u s in e ss  
ex p en ses  in cu rred  during th e  ta x a b le  y e a r .  Although se c tio n  2 3 (p) re ­
la te d  s p e c if ic a lly  to  p en sio n  t r u s t s ,  re fe ren c e  w as m ade in  th i s  sec tio n  
to  2 3 (a). Prior se rv ice  l ia b i l i ty  paym en ts w ere co v ered  in  se c tio n  
23 (p). D eductions for co n trib u tio n s  c o n s titu tin g  cu rren t s e rv ic e  pay­
m ents w ere a llow ed  under 2 3 (a ). The p ro v is io n  in  se c tio n  2 3 (p) granting 
th e  deduction  for co n trib u tio n s c o n ta in e d  tw o p rin c ip a l q u a lif ic a tio n s  
w hich  w ere  a s  fo llow s: (1) th a t  th e  e x c e s s  con tribu tion  over and above 
th e  cu rren t se rv ic e  l ia b ili ty  requirem ent h ad  not b e e n  p rev io u s ly  a llow - 
a b le  a s  a d ed u c tio n , and (2) th a t th is  e x c e s s  be apportioned  over a ten  
y ear period  beg inn ing  w ith  th e  y e a r of c o n trib u tio n .
S ec tio n  162 of th e  R evenue Act o f 1942, am ending s e c tio n  23(p) of
14Leon L. .R ice, J r . , "Em ployee T ru sts  U nder th e  R evenue Act of 
1942 ,"  TAXES The Tax M a g a z in e . XX (D ecem ber, 1942), 723.
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th e  1939 C ode , rem oved se c tio n  23(a) from th e  f ie ld  of p en sio n  tru s t 
con tribu tion  d e d u c tio n s . The p a rt of th e  G enera l Rule of 23(p)(l) th a t 
p la c e s  th e  ded u ctio n s for co n trib u tio n s pa id  by th e  em ployer to  a  stock  
b o n u s , p e n s io n , profit sh a rin g , or annu ity  p lan  or acc ru ed  on accoun t 
of any  em ployee under a  p lan  deferring  th e  re c e ip t of su ch  com pensa tion  
under th is  s e c tio n  only is  a s  fo llow s:
. . o su ch  co n trib u tio n s or com pensa tion  sh a ll not 
be d ed u c tib le  under su b se c tio n  (a) but sh a ll be  d e ­
d u c tib le  under su b se c tio n  (a) w ithou t regard  to  th is  
su b se c tio n , under th is  su b se c tio n  bu t only to  th e  fo l-
1 C
low ing ex ten t . . . ;
The "ex te n t"  referred  to  in  th e  above e x tra c t from th e  quo ted  am end 
ment to  th e  C ode w ill b e  d is c u s s e d  b e c a u se  th e  lim ita tio n s  and  r e s t r ic ­
tio n s  im posed by th is  p a rt of s e c tio n  23(p) a re  m ateria l in  em ployer 
p lanning  for deferred  com pensa tion  p la n s . The g en e ra l ru le  i s  th a t th e  
maximum deduction  for an  em ployer for con tribu tions to  a tax -ex em p t 
p en sio n  tru s t  under s e c tio n  165(a) in  th e  ta x a b le  y ear w hen p a id  i s  5 
per cen t of th e  com pensa tion  o th erw ise  pa id  or accru ed  during th e  ta x ­
ab le  y e a r to  a l l  em ployees under th e  t r u s t .  ^  I t  i s  p o s s ib le  th a t  th is  5 
per c en t ra te  may be reduced  by  th e  C om m issioner a s  provided
^ In te rn a l .  Revenue Code of 1939, se c tio n  23(p)( l) a s  am ended 
by 56 S ta t .  863-866 (1943).
^ I n te r n a l  Revenue Code of 1939, se c tio n  23(p)(l)(E ), a s  
am ended , p ro v id es :
For th e  purpose  of subparag raphs (A), (B), and (C), a 
tax p a y e r on th e  a c c ru a l b a s is  sh a ll be  deem ed to  have 
made a paym ent on th e  la s t  day  of th e  y ear of a cc ru a l if 
th e  paym ent is  on accoun t of such  ta x a b le  y e a r and  is  m ade 
w ith in  s ix ty  days a fte r th e  c lo s e  o f th e  tax a b le  y e a r of 
a c c ru a l .
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in  paragraph  (A)(i) of s e c tio n  23 (p). In c la u se  (ii) of th is  sam e c ita tio n  
p rov is ion  i s  made for d ed u ctio n s th a t  ex ceed  5 per cen t of th e  com pen­
sa tio n  o therw ise  pa id  or acc ru ed  during th e  ta x a b le  y ear to  a ll th e  em ­
p lo y ees under th e  tru s t  „ T hese  two c a s e s  of v a ria tio n  from th e  g en era l 
ru le  of 5 per cen t maximum d e d u c ta b ility  w ill  be  a n a ly z e d .
C la u se  (i) p rov ides th a t th e  C om m issioner may m ake p e rio d ica l
exam inations a t not l e s s  th an  f iv e -y e a r  in te rv a ls  to  determ ine w hether
th e  s tip u la te d  ra te  of 5 per cen t is  more th an  th e  amount rea so n a b ly
n e c e ssa ry  to  ta k e  care  of th e  unfunded c o s t of p a s t  and curren t se rv ic e
b e n e fits  of th e  em ployees under th e  p la n . The C om m issioner i s  g iven
17th e  pow er to  reduce  th e  ra te  if  he  finds i t  e x c e s s iv e .
C lau se  (ii) m akes p rov ision  for d ed u ctio n s in  e x c e s s  of 5 per cen t 
under c e r ta in  c o n d it io n s . The co n d itio n  under w hich  th is  e x c e ss  over 
th e  norm al 5 per cen t maximum co n trib u tio n  d eduction  i s  perm itted  for 
ta x  p u rp o ses  is  a s  fo llow s:
. . .an y  e x c e s s  over th e  amount a llo w ab le  under 
c la u se  (i) n e c e ssa ry  to  p rov ide  w ith  re sp e c t to  a ll  of 
th e  em ployees under th e  t ru s t  th e  rem aining  unfunded 
c o s t of th e ir  p a s t  and cu rren t se rv ic e  c re d its  d is tr ib u te d  
a s  a lev e l am ount, or a  le v e l p e rcen tag e  of co m p en sa­
t io n , over th e  rem aining  fu tu re  se rv ic e  of each  such  
em ployee . . . ^
The p reced ing  a llo w ab le  deduction  m ust be  determ ined  under
^ I n te r n a l  Revenue Code of 1939, se c tio n  23(p)(l)(A.) (i) a s  
am ended by 56 S ta t .  863-866  (1943).
•^ In te rn a l Revenue Code of 1939, se c tio n  23{p)(l)(A)(ii) a s  
am ended by  56 S ta t . 863-866  (1943).
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reg u la tio n s  p re sc rib ed  by th e  C om m issioner w ith  th e  approval of th e  
S ec re ta ry  of th e  T reasury  . It is  fu rther p rov ided  th a t if  more th a n  5 0 
per cen t o f th e  rem aining  unfunded c o s t i s  a ttr ib u te d  to  3 em p lo y ees, 
th e  amount a ttr ib u ta b le  to  su ch  in d iv id u a ls  sh a ll  be d is tr ib u te d  over a 
pe riod  of a t . le a s t  5 ta x a b le  y e a rs  for deduction  p u rp o se s .
S till  fu rther q u a lif ic a tio n  of th e  g en era l ru le  of 5 per cen t m axi­
mum for deduction  is  p rov ided  in  c la u s e  (iii) of 23(p)(l)(A ). The p ro­
v is io n  in  th is  c la u se  i s  th a t th e  d eductio n  may be an amount equal to  
th e  normal c o s t of th e  p la n , a s  determ ined  under reg u la tio n s  p resc rib ed  
by th e  C om m issioner w ith  th e  approval of th e  S ec re ta ry , p lu s an  amount 
not in  e x c e s s  of 10 p e r cen t of th e  unfunded c o s t of p a s t  se rv ic e  b e n e f i ts ,  
i f  any , a s  of th e  d a te  w hen th e y  a re  in c lu d ed  in  th e  p la n .
C la u se  (iv) of th is  s e c tio n  2 3 (p) p rov ides for a  carry  over to  su c ­
ceed in g  ta x a b le  y e a rs  for d ed u ctio n  p u rp o ses  th e  am ounts p a id  in  a 
ta x a b le  y e a r  in  e x c e s s  of th e  am ount d ed u c tib le  in  su ch  y e a r under the  
lim ita tio n s  o u tlin ed  ab o v e . This c la u s e  fu rther p rov ides th a t  th e  d e ­
duction  in  any of su ch  su cceed in g  y e a rs  i s  su b je c t to  th e  p resc rib ed  
lim ita tio n s  a s  to  am ount.
The d is c u s s io n  above concerned  th e  d ed u ctio n s for con tribu tions 
to  a q u a lif ie d  p en sio n  t r u s t . The g en era l ru le  and th e  m od ifica tions 
p rovided  in  th e  c la u s e s  under paragraph  (A) of se c tio n  23 (p) did  not 
p e rta in  to  annu ity  p u rc h a se s . Paragraph (B) of se c tio n  23(p)(l) p rovides
^ in te r n a l  Revenue C ode of 1939, s e c tio n  23{p)(l)(A)(iii) a s  
am ended by  56 S ta t . 863-865 (1943).
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th a t  d ed u c tio n s may be  ta k e n  for paym ents to  p u rch a se  re tirem en t 
a n n u itie s  to  th e  sam e e x te n t, and su b jec t to  th e  sam e lim ita tio n s , as 
provided  in  subparagraph  (A) of paragraph (1), se c tio n  23(p), i f  the  p lan  
m eets th e  exem ption requ irem en ts of s e c tio n  165(a), pa rag rap h s (3), (4 ),
(5), and (6) of th e  In te rn a l Revenue Code,, The co n ten t of th e s e  p ara ­
graphs of se c tio n  165(a) w as o u tlin ed  in  e a r l ie r  p ag es  of th is  chap ter „
A fu rther p ro v is io n  of th is  paragraph  (B), in  re fe ren ce  to  d eduction  of 
am ounts p a id  for a n n u itie s , p e rta in s  to  re fu n d s of p rem ium s. . . and
if  refunds of prem ium s, if  an y , are  ap p lied  w ith in  th e  cu rren t tax ab le
y e a r  or nex t su cceed in g  ta x a b le  y ear tow ards th e  p u rch ase  o f such  r e -
20tirem en t a n n u it ie s ."
Paragraph (C), se c tio n  23{p)(l) is  co n ce rn ed  w ith  th e  d ed u c t-  
a b ili ty  of con trib u tio n s made to  a stock  bonus or profit sh arin g  t r u s t .
The s tip u la tio n s  a s  s e t  forth in  th is  paragraph  of th e  C ode for stock  
bonus or profit sharing  tru s ts  are  d ifferen t from th o se  of th e  p ension  
tru s t  or annu ity  re tirem ent p u rch a se s  as s e t  forth  in  p a rag rap h s (A) and 
(B) of th is  s e c tio n . If th e  trust, i s  exem pt under se c tio n  165(a) of the  
C o d e , d eductions may be ta k e n  for co n trib u tio n s p a id  in to  a  stock  bonus 
or profit sharing  tru s t  in  an am ount not in  e x c e s s  of 15 per cen t of the  
com pensa tion  o therw ise  pa id  or accrued  during th e  ta x a b le  y e a r  to  a ll 
em ployees under th e  stock  bonus or profit sharing  p la n .^ *
^ I n te r n a l  Revenue C ode of 1939, s e c tio n  23(p)(1)(B) a s  
am ended by  56 S tat - 863-866 (1943).
^ I n te r n a l  Revenue C ode of 1939, s e c tio n  23{p)(l)(C) a s  
am ended by  56 S ta t. 863-866  (1943).
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Another fea tu re  of th e  p ro v is io n  a s  to  th e  deduct a b ili ty  of c o n trib u ­
tio n s  under paragraph  (C ), se c tio n  2 3 (p )(l) is  th e  ca rry -o v e r of non­
d e d u c tib le  con tribu tions in  th e  sam e m anner a s  w as perm itted  in  th e  c a s e  
of p e n s io n  t ru s ts  and an n u ity  p u rc h a s e s . The lim it on d ed u c tio n s in  
la te r  y ea rs  is  15 per cen t of th e  com pensa tion  o th e rw ise  p a id  in  such  
y e a rs  to  em ployees covered  by th e  p la n . If l e s s  th an  15 p e r  cen t of 
com pensa tion  o th erw ise  p a id  or acc ru ed  during th e  ta x a b le  y e a r to  a ll  
em ployees under th e  stock  bonus or p ro fit sharing  p lan  i s  p a id  in to  th e  
t r u s t ,  th e  e x c e s s ,  or if  no amount i s  p a id , th e  am ounts d e d u c tib le , sh a ll 
be c a rr ie d  forward and  be  d ed u c tib le  w hen  paid  in  th e  su cceed in g  ta x a b le  
y e a r s . The sam e lim ita tio n  on d ed u c tio n s in  la te r  y e a rs  a p p lie s  in  th is  
c a s e  a s  it d id  in  th e  ca rry -o v e r l im ita tio n .
The p ro v isio n s of paragraph  (D ), se c tio n  23(p)(l) a p p lie s  to  p lan s  
not m eeting th e  ta x  exem ption  requ irem en ts of se c tio n  165. Although 
th e  co n ten t o f th is  parag raph  (D) i s  o u ts id e  of th e  scope  of th is  p a r­
t ic u la r  s tu d y , th e  co n ten t of th e  parag raph  w ill be  p re se n te d  for th e  
sa k e  of con tinu ity  and co m p le ten ess  o f coverage  of th e  p ro v is io n s  of 
th is  im portant le g is la t io n  in  th e  f ie ld  o f deferred  com pensa tion  p la n s .
The deduction  i s  perm itted  th e  em ployer for con trib u tio n s to  a non­
exem pt p lan  i f  th e  em p lo y ees ' r ig h ts  are  n o n -fo rfe itab le  a t th e  tim e th e  
con tribu tion  is  m ade. The key  po in t h e re  is  th a t i f  th e  em ployer g e ts  
th e  d eduction  th e re  can  be  no de lay ed  reporting  o f incom e for ta x  p u r­
p o s e s  by th e  em ployee . “ . . . if  th e  in te re s t  of th e  em ployee is  
fo rfe itab le  a t su ch  tim e (when con tribu tion  is  m ad e), th e  em ployer g e ts
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9 9no d ed u c tio n , and th e  em ployee i s  not su b je c t to  t a x . " ^
The fin a l paragraph  of se c tio n  2 3 (p) (1) is  paragraph  (F) w hich  
lim its  d ed u ctio n s for co n trib u tio n s to  p lan s  w h ich  inc lude  com binations 
of p en sio n  and profit sharing  t r u s t s ,  or com binations of t ru s ts  and  annu ity  
p la n s . The lim it a s  im posed  is  25 per cen t o f th e  com pensation  o th e r­
w ise  pa id  or acc ru ed  during th e  ta x a b le  y ear to  th e  covered  em p lo y ees.
A lim it of 30 per cen t is  p la c e d  in  c a s e s  w here th e re  i s  a  ca rry -o v e r of
23e x c e s s iv e  con tribu tions from prior ta x a b le  y e a r s .
THE 1954 CODE
Follow ing th e  am endm ent of th e  1939 C ode by th e  Revenue Act of 
1942, th e  nex t m ajor ta x  le g is la t io n  invo lved  w as th e  w riting  and  th e  
en ac tin g  of th e  C ode of 1954 by th e  C o n g re ss . M any of th e  se c tio n s  
of th e  1939 Code had  becom e overw orked w ith  am endm ents, and  th e  c o d i­
f ic a tio n  of a ll  ch an g es s in c e  th e  en ac tin g  of th e  1939 C ode w as th e  
fe a s ib le  w ay  to  re so lv e  th e  p ro b lem s. At th e  p re sen t tim e h ea rin g s  are  
in  p ro g ress  in  th e  C ong ress w ith  a  v iew  to  th e  en ac tin g  of a  new Code 
som etim e w ith in  th e  next, few y e a r s .
S ec tio n  165 of th e  1939 C ode h a s  becom e se c tio n s  401 and 402 
of th e  1954 C o d e . S ec tio n  23(p) of th e  1939 C ode h as  becom e se c tio n  
404 of th e  1954 C o d e . T hese two se c tio n s  of th e  1939 C o d e , 165 and
29 R ice , "Employee T rusts U nder th e  Revenue Act of 1942, " p . 733 .
^ I n te r n a l  Revenue C ode of 1939, se c tio n  23(p)(l)(P|) a s am ended 
by 56 S ta t .  863-866 (1943).
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23{p), a s  am ended by th e  R evenue Act of 1942, cover th e  requ irem ents 
for q u a lif ic a tio n  of th e  t ru s t  or p la n  and prov ide for th e  d ed u ctio n s of 
co n trib u tio n s and exem pting of th e  incom e on th e  t r u s t .  S ec tio n  22(b)
(2 )(B) of th e  1939 C o d e , dea ling  w ith  th e  ta x a tio n  of em p lo y ees ' 
a n n u it ie s , h a s  becom e se c tio n  403 of th e  1954 C o d e .
S ec tio n  401 C ode of 1954—-Section 165(a) of th e  1939 C ode w as 
em bodied a lm ost in ta c t  in  th e  1954 C ode under se c tio n  401(a). One of 
th e  sp e c if ic  changes th a t shou ld  be no ted  in  se c tio n  401(a) o f th e  1954 
C ode is  th e  in c lu s io n  of th e  p h ra se  "c re a te d  or o rg an ized  in  th e  U nited  
S ta te s "  w ith  re fe ren ce  to  th e  t r u s t .  This requirem ent w a s  not inc luded  
in  th e  p ro v is io n  of se c tio n  165(a) of th e  1939 C o d e . It shou ld  be  po in ted  
ou t th a t even  though th e  t ru s t  may be  q u a lif ie d  under se c tio n  401(a) and 
exem pt under se c tio n  501(a), th e  incom e i s  ta x a b le  on d is tr ib u tio n  to  
th e  em ployees or th e ir  b e n e f ic ia r ie s  under se c tio n  4 0 2 (a ) .
The second  sp e c if ic  change in  se c tio n  401(a) in  th e  1954 C ode
94co n cern s a ff i l ia te d  groups of c o rp o ra tio n s . ^ The p ro v is io n  is  th a t an 
a ff ilia te d  group of co rpo ra tions having  a  common p ro fit sharing  p lan  
may perm it c e rta in  member co rpo ra tions of th e  group to  make co n tribu ­
t io n s  for a member or mem bers of th e  group th a t had  a lo s s  in  a g iven  
y e a r . T hese con tribu tions a re  d ed u c tib le  by th e  co rpo ra tion  or co rpo ra ­
t io n s  m aking th e  c o n tr ib u tio n s .2^ " W e  have heard  a lo t about c a rry -o v e rs
24An a ff ilia te d  group of co rpo ra tions i s  defined  under s e c tio n  1504 
of th e  C ode a s  co rpo ra tions w ith  80 per cen t common ow nersh ip .
^ I n te r n a l  Revenue C ode of 1954, s e c tio n  404(a)(3)(B).
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and c a r ry -b a c k s . This new p ro v is io n  might be d e sc rib e d  a s  a c a rry -
9 fis id e w a y s— som ething new in  th e  ta x  la w .
S ec tio n s  402 and 403 of th e  1954 Code-—S ec tio n s  402 , "T axab ility  
of B enefic iary  of E m ployees' T ru st, " and 403 , "T axation  of Employee 
A n n u it ie s ," w ill not be  covered  in  th is  study  due to  th e  re s tr ic te d  
coverage  of th e  broad su b je c t s e le c te d .  The accoun ting  and financ ing  
a s p e c ts  of q u a lif ied  p en s io n  and p ro fit sharing  p lan s  is  not d irec tly  
concerned  w ith  th e  p ro v is io n s  of th e  se c tio n s  of th e  C ode re la tin g  to  
th e  ta x a b il i ty  of th e  b e n e fits  rec e iv e d  by th e  p lan  p a rtic ip a n ts  o r th e ir  
b e n e f ic ia r ie s . S ec tion  404 of th e  1954 C ode co n ta in ed  som e p ro v isio n s 
th a t d iffer from th e  co rrespond ing  se c tio n , 23{p), of th e  1939 C o d e . The 
m ajor ch an g es  made by th is  se c tio n  of th e  1954 C ode w ill b e  covered  
la te r  in  th is  c h ap te r.
S ec tio n  404 of 1954 C ode— In th e  rem aining p ag es  of th is  ch ap ter 
a tte n tio n  w ill  be devo ted  to  som e of th e  m ajor ch an g es  a ffec tin g  th e  
em ployer a s  re f le c te d  in  se c tio n  404 of th e  1954 C ode and o ther re la te d  
ru lin g s . Some of th e  problem s encoun tered  by a b u s in e s s  a ttem pting  to  
q u a lify  a  p en sio n  or profit sha ring  p lan  w arran t a tte n tio n .
A few of th e  follow ing p o in ts  may appear b a s ic  and p o ss ib ly  
w ould be tak e n  for g ran te d , how ever, to  overlook a requirem ent for 
q u a lif ic a tio n  can  be very  c o s tly  to  th e  p lan  a p p lic a n t. The p lan  must
^ R u s s e l l  S . Bock, "T ax -sav in g  O pportun ities in  D eferred  Com­
p e n sa tio n  under th e  New Revenue C ode, " The Tournal of A ccoun tancy ,
99 (M arch , 1955), 4 0 .
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be in  w riting  and m ust be com m unicated to  th e  em p lo y ees . P rov isions 
of th e  p lan  re la tin g  to  e lig ib il i ty  req u irem en ts , b e n e f i ts ,  v e s tin g  r ig h ts , 
e tc . m ust be m ade known to  th e  em p lo y ee s . To avo id  con fusion  or m is­
understand ing  among the  em ployees i t  shou ld  be m ade very  c le a r  tha t 
th e  p la n  is  e ith er a  p ension  p la n , p ro fit sharing  p la n , or a s to ck  bonus 
p lan .
I t i s  p rovided  in  th e  1954 Code th a t  an  em ployer on the  a cc ru a l 
b a s is  h a s  un til th e  due d a te  of the  em p lo y er 's  incom e ta x  re tu rn , in c lu d ­
ing any  ex ten sio n  of tim e for filing  th e  re tu rn , to  a c tu a lly  m ake h is  c o n -
27
tr ib u tio n  into th e  p la n . T his p ro v is io n  ex tends th e  period  a s  com pared 
to  th e  tim e lim it c o n ta in ed  in  th e  e a r lie r  C o d e . The p rov ision  of th e  1939 
Code requ ired  th e  co n trib u tio n  to  be m ade w ith in  60 d a y s  a fte r th e  end of 
th e  y e a r .  Footnote number 16 p rovides th e  1939 C ode requirem ent 
v erba tim .
As w as p o in ted  out e a r l ie r ,  exem ption  of th e  t ru s t  under th e  1954 
Code i s  b a sed  on th e  fac t th a t  i t  is  c re a te d  or o rg an ized  in  th e  U nited 
S ta te s .  The 1954 C ode p ro v id es th a t co n trib u tio n s to  a tru s t c re a te d  or 
o rg an ized  o u tsid e  o f the  U n ited  S ta te s  by  an em ployer w hich is  a  r e s i ­
d en t, or co rpo ra tion , or o th er en tity  of th e  U nited  S ta te s ,  sh a ll be  d e ­
d u c t ib le .28 This p rov ision  does not exem pt any incom e th e  t ru s t  may 
re c e iv e . This point, is  brought out in  th e  sta tem en t th a t  fo llow s:
^ I n te r n a l  Revenue C ode of 1954, se c tio n  404(a)(6 ).
28In terna l Revenue C ode of 1954, se c tio n  404(a)(4 ).
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The change e ffe c te d  under th e  1954 C ode perm its 
a fo re ig n  s itu s  tru s t  to  m ake in v es tm en ts  i n U .  S . 
s o u rc e s , but su b je c ts  th e  incom e therefrom  to  ta x  by- 
denying  exem ption to  th e  t ru s t  . Thus th e  ta x  w ould be 
w ith h e ld  a t th e  so u rce  (Code S ec tion  1441) on such  
item s a s  in te re s t  and d iv id en d s on s to c k  and bonds of 
U . S .  C om panies .29
It has b e e n  he ld  th a t th e  e s tab lish m en t of a p lan  during y e a rs  in  
w hich th e  ta x  r a te s  are  h igh  and  th e  abandonm ent of th e  p lan  w ith in  a 
few y e a rs  w ithou t a v a lid  b u s in e s s  re a so n  w hen p ro fits  fa ll  off, does 
not m eet the  requ irem ent for q u a lif ic a tio n  under se c tio n  401(a) of th e
o  rj
C ode . This Ruling c o n tin u es  in  m aking i t  c le a r  th a t a  p lan  qualify ing  
under se c tio n  401(a) is  a perm anent and continuing  program .
S ection  503 of Revenue Code of 1954—-An im portant se c tio n  of th e  
1954 C ode concerned  w ith  a  p a rtic u la r  segm ent of th e  deferred  co m p en sa ­
tio n  p la n s  is  s e c tio n  503, "R equirem ents for E xem ption ."  Part (a)(1) of 
th is  se c tio n  p ro v id es  for th e  lo s s  of exem ption of an  em ployees" t ru s t  if 
it engaged  in  a p roh ib ited  tra n s a c tio n  a fte r  M arch 1, 1954. Part (c) of 
th is  s e c tio n  l i s t s  th e  s ix  c la s s e s  o f tra n s a c tio n s  th a t c o n s titu te  th e  
group known a s  "p roh ib ited  t r a n s a c t io n s . " This p ro v isio n  in  th e  C ode 
is  one of th o se  w hich  may be  c a te g o riz e d  a s  a r e s tr ic tiv e  type  p ro v is io n .
S ec tion  503 of th e  C ode c le a r ly  d e fin e s  th e  term  "proh ib ited  
tran sac tio n "  a s  be ing  any tra n s a c tio n  in  w hich an  o rg an iza tio n  su b je c t 
to  th e  p ro v isio n s of th a t p a rtic u la r  s e c tio n  of th e  C ode d o e s - -
2 9 is idore Goodm an, "P rofit-S haring  P lans U nder th e  New Incom e 
Tax R e g u la tio n s , " TAXES The Tax M a g az in e , XXXV (January, 1957), 2 1 .
SORevenue Ruling 57-163 (h), A pril, 1957 , p .  133.
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(1) lend  any  p a rt of i t s  funds w ithout rece iv in g  ad eq u a te  
se c u rity  and a  rea so n a b le  ra te  of in te r e s t ,  to;
(2) pay com pensa tion  in  e x c e ss  of rea so n a b le  a llow ance  for 
s a la r ie s  or o th er p e rso n a l se rv ic e s  a c tu a lly  rendered  to  i t ,  to ;
(3) make any p a rt of i t s  se rv ic e s  a v a ila b le  on a p re fe ren tia l
b a s i s ,  to;
(4) pu rchase  se c u r it ie s  o r o ther property  for more th a n  an  
ad eq u a te  c o n s id e ra tio n , from;
(5) se ll  s e c u r i t ie s  or o th er property  of su b s ta n tia l  amount for 
l e s s  th an  ad eq u a te  c o n s id e ra tio n , to ; or
(6) engage in  any  o ther tra n s a c tio n  re su ltin g  in  a  su b s ta n tia l
d iv ers io n  of i t s  funds , to ;
th e  c reato r o f such  o rg an iza tio n  (if a  tru s t) ;  a p e rso n  
w ho has m ade a su b s ta n tia l  con tribu tion  to  such  o rg an i­
za tion ; a m em ber of th e  fam ily of an in d iv id u a l w ho is  
th e  c reato r of such  tru s t  or who h as  m ade a su b s ta n tia l  
con tribu tion  to  such o rgan iza tion ; or a  co rp o ra tio n  co n ­
tro lle d  by su c h  c rea to r or p e rson  through th e  o w n e rsh ip , 
d irec tly  or in d ire c tly , of 50 per cen t or more of th e  com ­
b in ed  voting pow er of a l l  c la s s e s  of stock  e n tit le d  to  
vo te  or 5 0 p e r  cen t or more of th e  to ta l  v a lu e  of sh a re s
O 1
of a ll  c la s s e s  of stock  of th e  co rpora tion  „J x 
If th e  lo s s  of ta x  exem pt s ta tu s  of th e  tru s t  occu rs a s  a re su lt of 
i t s  engaging  in  one or more of th e  above m entioned t r a n s a c tio n s ,  th e  
T reasury  D epartm ent h a s  to  notify  th e  offender befo re  th e  lo s s  of ta x  
exem pt s ta tu s  i s  e f f e c t iv e „ “The ad v e rse  ta x  e ffe c ts  are  o rd inarily
31In te rn a l Revenue Code of 1954, se c tio n  5 0 3 (c ).
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p ro sp e c tiv e —th a t i s ,  th ey  opera te  only w ith  re s p e c t  to  ta x a b le  y e a rs  su b ­
sequen t to  th e  ta x a b le  y e a r in  w hich  th e  n o tice  i s  g iv e n , u n le s s  th e re  w as
an in te n tio n a l d iv e rs io n  of corpus or incom e w hich  invo lved  a s u b s ta n tia l
32part of corpus or incom e of th e  t r u s t „" It is  p o s s ib le  for th e  t ru s t  to  
be  re s to re d  to  a  ta x  exem pt s ta tu s  by  th e  T reasury  D epartm ent in  th e  fu ture 
i f  ev id en ce  is  p re se n te d  th a t in d ic a te s  to  th e  D epartm ent th a t good fa ith  
o b ta in s  w ith  re s p e c t to  th e  T rust not know ingly in  th e  fu ture  engaging  in  
any of th e  "p roh ib ited  t r a n s a c t io n s  ."
It i s  p o ss ib le  for stock  or s e c u r i t ie s  of th e  em ployer to  be  pur­
c h ase d  w ith  funds in  an  exem pt em p lo y ees ' t r u s t . C e rta in  s tip u la tio n s  
m ust be  met before  acqu iring  s to ck  or s e c u r it ie s  of th e  em ployer w ith  
funds of th e  tru s t  . Both th e  tru s t  in strum en t and  th e  lo c a l law  m ust 
perm it th is  type in v es tm en t, and  th e  pu rpose  m ust be  for th e  b en efit of 
th e  em ployees or th e ir  b e n e f ic ia r ie s . For th e  em p loyer's  s to ck  or 
s e c u r i t ie s  to  be a c c e p ta b le  as in v estm en t m ed ia , s e c tio n  5 03 of th e  
C ode , re la tin g  to  "p roh ib ited  t r a n s a c t io n s ,"  m ust not be  v io la te d .
Revenue Ruling 57-163 sp e c if ie s  th a t n o tif ic a tio n  is  to  be  g iven  to  th e  
In te rn a l Revenue S erv ice  if  stock  or s e c u r i t ie s  of th e  em ployer a re  a c ­
quired  by  th e  t r u s t .  This n o tif ic a tio n  is  requ ired  so  a s  to  perm it a 
d e te rm ina tion  of w hether th e  t ru s t  se rv es  any pu rpose  o ther th an  c o n ­
s titu tin g  part of a  p lan  for th e  e x c lu s iv e  b e n e fit o f e m p lo y e e s . There 
a re  two p o s s ib i l i t ie s  for com plying w ith  th e  n o tif ic a tio n  requ irem en t.
^ L e o n  L. R ice , J r . , "The New Revenue C ode: P ension  and P ro fit- 
Sharing P la n s ,"  A m encar^Bar A sso c ia tio n  Jo u rn a l, XLI (M ay , 1955), 445 .
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Form 9 9 0 -P , an  annual in form ation  re tu rn  requ ired  of a t r u s t ,  c o n ta in s  a 
se c tio n  in  w hich  th e  n o tif ic a tio n  is  to  be in c lu d e d . If th e  d e s ire  of th e  
tru s t  i f  for an  advance  d e te rm in a tio n , th e  app rop ria te  d is tr ic t  d irec to r 
of In te rn a l Revenue may be  no tified  a t th e  tim e  of seek in g  h is  d e c is io n  
on a c c e p ta b ility  of th e  a n tic ip a te d  p u rc h a se . Six m ajor item s m ust be  
subm itted  in  th is  n o tif ica tio n  . A c e r tif ic a tio n  of th e s e  item s by th e  a c ­
counting  or o ther re s p o n s ib le  o ffice r i s  re q u ire d . As ou tlined  by Revenue 
Ruling 5 7 -1 6 3 , th e s e  s ix  item s a re  a s  fo llow s:
1 . B alance S h ee ts  of th e  em ployer a s  a t th e  c lo se  of 
th e  la s t  accoun ting  period  and for th e  ta x a b le  y e a r  ended  
prio r th e r e to .
2 . C om parative s ta te m e n ts  of incom e and p ro fit and 
lo s s  for th e  la s t  and four prior ta x a b le  y e a rs  .
3 . An a n a ly s is  of th e  su rp lus accoun t for th e  la s t  5 
y e a r s , sp e c if ic a lly  show ing th e  am ount and ra te  of d iv i­
d ends p a id  on each  c la s s  of s to c k .
4 . A sta tem en t accoun ting  for a ll  m ateria l ch an g es 
from th e  la te s t  d a te s  of th e  a fo re sa id  s ta te m e n ts  to  th e  
d a te  of filing  th e  in fo rm ation .
5 . A sch ed u le  show ing th e  n a tu re  and am ounts of 
th e  v a rio u s a s s e t s  in  th e  t ru s t  fund .
6 . A sta tem en t show ing th e  am ount of th e  in v e s t­
m ent, th e  type  of in v es tm en t, th e  p re sen t ra te  of re tu rn , 
th e  se c u rity  if  a  lo an  i s  in v o lv ed , and  th e  re a so n s  foroo
th e  in v e s tm e n t .00
M isc e lla n e o u s  1954 C ode S ec tio n s  R ela ted  to  P en sio n s and  Profit 
S haring—S ec tio n  404(c) of th e  1954 C ode o u tlin e s  th e  procedure  for th e  
deduction  of an em p loyer's  co n trib u tio n s to  a  tru s t  under p en sio n  and 
w elfa re  p la n s  e s ta b lis h e d  prior to  January 1, 1954. The p lan  m ust have 
been  th e  re s u lt  of an  agreem ent b e tw een  em ployee re p re se n ta tiv e s  and
^ R e v e n u e  Ruling 57 -163 (k ), A pril, 1957, p . 135.
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th e  U nited  S ta te s  Governm ent w h ile  th e  f a c i l i t ie s  of the  com pany w ere 
being  o p era ted  by  th e  Governm ent under se iz u re  p o w e rs . The deduction  
for th e  co n trib u tio n  i s  not perm itted  under s e c tio n  404(c) nor i s  th e  c o n ­
trib u tio n  m ade nondeductib le  by th e  p rov isions of th is  s e c t io n . S ec tio n  
162 of th e  C o d e , re la tin g  to  trad e  or b u s in e ss  e x p e n se s , i s  to  be the  
governing  p ro v is io n  a s  to  th e  d ed u c tab ility  o f th e  c o n trib u tio n . The 
co n ten t of se c tio n  404(c), "C erta in  N ego tia ted  P la n s ,"  w as not co n ­
ta in e d  in  any  s im ila r p rov ision  of th e  1939 C o d e .
One w rite r  sum m arizes th e  e ffe c t of s e c tio n s  511-514 of th e  1954
Code in  th e s e  w ords: "The ne t e ffe c t of th e s e  se c tio n s  i s  to  lim it an
34em ployees ' t ru s t  to  pu rchasing  and  holding s e c u r i t ie s ."  T hese s e c ­
tio n s  m entioned in  th e  above q u o ta tio n  from th e  a rtic le  by  M r. W allis  
d e a l w ith  th e  incom e rec e iv e d  from "u n re la ted  tra d e  or b u s in e s s ."  As 
u se d  in  th e  R ulings applying to  em p loyees ' t r u s t s ,  "u n re la ted  trad e  or 
b u s in e s s "  m eans "any trad e  or b u s in e s s  reg u la rly  carried  on by such 
tru s t  or by  a p a rtn e rsh ip  of w hich  i t  is  a  m em b er." Beginning w ith th e  
ta x a b le  y e a rs  th a t a re  e ffe c tiv e  a fte r  June 30, 1954, th e  t ru s t  w ill be 
tax e d  on incom e rec e iv e d  from an "u n re la ted  tra d e  or b u s in e s s ."
S ec tio n  381 of th e  1954 Code covers th e  su b je c t of "C arryovers 
in  C e rta in  C orporate  A c q u is itio n s ."  W ith in  th is  s e c tio n , paragraph  (c)
(11), concerned  w ith  th e  "C on tribu tions to  P en sio n  P la n s , E m ployees’ 
Annuity P la n s , and  Stock Bonus and P rofit-S haring  P la n s ,"  co n ta in s  a
^ G o rd o n  T» W a llis ,  "E m ployees' T rusts U nder New C o d e ,"  
T rusts  & E s ta te s , XCII1 (O ctober, 1954), 868 .
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p ro v isio n  pe rtin en t to  th e  sp ec ific  su b je c t of th is  s tu d y . P rov ision  i s
m ade for th e  acquiring  co rpora tion  to  be c o n sid e red  th e  d is tr ib u to r or
tran s fe ro r  co rpora tion  a f te r  the d a te  o f d is tr ib u tio n  or t ra n s fe r  for th e
purpose of determ ining th e  am ounts d ed u c tib le  under s e c t io n  404 o f th e
C o d e , w ith  re s p e c t  to  p e n s io n  p l a n s , em ployees annu ity  p la n s , and
35sto ck  bonus and profit sharing  p l a n s .
For th e  Im m ediately  p reced ing  few parag raphs in d iv id u a l c a s e s  of 
sp e c ia l n a tu re  have b e e n  p re sen te d  to  point up some of th e  sp e c ific  
ch an g es m ade a s  a r e s u l t  of the e n ac tin g  of th e  1954 C ode or to  in d ic a te  
th e  re le v an t p rov is ions o f  th e  1954 Code th a t d id  not e x is t  in  th e  prio r 
Code or A cts . As an in d ic a tio n  of th e  com plex ity  th a t m ay re su lt from 
th e  v a rio u s p ro v isio n s o f a  p lan q u a lif ie d  under the  1954 C ode , th e  
fo llow ing a re  som e of th e  p ro v isio n s th a t m ay b e  in c lu d ed  in  a p ro fit 
sha ring  p lan :
1. In c id e n ta l l i f e , a cc id e n t o r h ea lth  in su ra n c e  
b e n e fits  (R eg.1 .4 0 1 -1  (b) (1) ( i i ) ') ,
2 . Supplem entary unem ploym ent b e n e fits  (Special 
R uling . D ecem ber 29 , 1955),
3 . D is trib u tio n  of em ployer c o n trib u tio n s  to  em­
p lo y ee s  in  l e s s  than  tw o y ea rs  for rea so n s  sp e c if ie d  in  
th e  p lan , su c h  a s  d is a b il i ty  (Rev. R ul. 5 4 -2 3 1 , C . B.
1954 -1 , ,150;. R ev .-R ul. 5 7 -1 6 3 , I .  R. B. 19 5 7 -1 6 , 10),
4 .  W ithdraw al by th e  em ployee in  tim e of fin an c ia l 
need  of funds accu m u la ted  to  h is  c re d it (Rev. R ul. 5 6 - 
693, I . .R .  B . 1956-52 , 13) and,
5.. An a n n u a l e le c tio n  by th e  em ployee to  p a r t ic i­
p a te  in  th e  t r u s t  or to  a c c e p t h is  sh a re  of th e  em ployer's  
con tribu tion  in  cash  (R ev ..R u l. 5 7 -1 6 3 , I .  R. B.
1957-16 , .1 0 ) .36
^ I n t e r n a l  Revenue Code of 1954, s e c tio n  3 8 1 (c ) ( l l ) .
•^Raym ond E, G ra ic h en , "Q u a lif ic a tio n  of P en s io n , P ro fit-S haring  
and  Bonus P la n s , " The Tournal of A cco u n tan cy , 106 (A ugust, 1958), 43 .
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SUMMARY
T his ch ap ter h a s  tra c e d  th e  developm ent of th e  le g is la t io n  c o n ­
cerning p en sio n  and profit sharing  p lan s from 1921 th rough  the  1954 
Codec No attem pt h a s  b een  m ade in  th is  ch ap ter to  p re se n t d e ta ile d  
c a s e s  w ith  the  d e c is io n s  rendered  on them  involving in te rp re ta tio n s  of 
th e  p a rtic u la r  governing  s ta tu to ry  p ro v is io n s  . A very leng thy  study  could  
be undertaken  on a lm ost any fa c e t of th e  ta x  a sp e c ts  o f th is  very broad  
s u b je c t«
In th is  ch ap te r c e rta in  fa ir ly  leng thy  quo tations a re  inc luded  in  th e  
form in  w h ich  th e  o rig in a l work a p p ea red . This d irec t quoting w as done 
to  avoid  paraph ras ing  in  c a s e s  w here th e  in je c tio n  of a w ord or th e  
shad ing  of a  m eaning by som eone other th a n  the  o rig in a l au thor cou ld  
be m islead ing  to  th e  read er or cou ld  be e rro n e o u s . C e rta in  paraph rasing  
h as b e e n  done w here i t  w as fe lt  th a t th e  co n ten t and th e  in ten t of th e  
o rig ina l work w ould not be d is to r te d .
S p ec ific  C ode S e c tio n s , T reasury  D e c is io n s , R evenue R ulings, 
and R egu la tions shou ld  be c o n su lte d  in  c a s e s  where te c h n ic a l  p o in ts  
are  in  d e b a te . A dditional D e c is io n s  and R ulings by th e  appropria te  
F ederal A gencies and th e  co u rts  concern ing  th e  su b jec t under d is c u s ­
sion  in  th is  s tudy  are  being  handed  down a t the  p re sen t tim e . The 
c o n s ta n t changes th a t  a re  brought about by  new and d iffe ren t s itu a tio n s  
point up th e  n e c e s s i ty  for th e  w riting  of a  new C ode. The s tage  i s  s e t  
now for th e  groundwork on th is  new C o d e .
The 1954 C ode p ro v is io n s governing th e  q u a lif ic a tio n  of deferred
b en efit com pensa tion  p lan s  may not c o n ta in  w hat many had hoped th a t  it 
w ould c o n ta in . This is  ev id en ced  by th e  fa c t th a t th e  C ode a s  it w as 
en ac ted  did not c o n ta in  many of th e  more s tr in g en t recom m endations 
th a t.w e re  made in  th e  H o u se . This does not m ean th a t th e  C ode did 
not rep resen t: a  d is tin c t s te p  forward in  encourag ing  th e  e s ta b lish m e n t 
of q u a lif ie d  p la n s . The ra te  a t w hich  th e  p la n s  are  being  subm itted  for 
approval a t te s ts  to  th e  favo rab le  e ffec t of th e  C ode p ro v is io n s .
CHAPTER V
PENSION PLAN COSTS
If th e  reco g n itio n  of an  ex p en se  is  m ade only w hen  th e  c a sh  is  
d isb u rse d  and th e  reco g n itio n  of incom e occu rs  only upon th e  re c e ip t 
of c a s h ,  th e  accoun ting  procedure  be ing  fo llow ed by th e  b u s in e s s  is  
known a s  th e  " c a sh  b a s i s ."  The reco g n itio n  of ex p en se  in  th e  period  
in  w hich  incu rred  and th e  reco g n itio n  of incom e in  th e  period  in  w hich 
earned  form th e  b a s is  for th e  "acc ru a l"  sy s tem  of acco u n tin g . If a 
co rpo ra tion  i s  fo llow ing s tr ic t ly  th e  c a sh  b a s is  of a cco u n tin g , th e  
p rep a ra tio n  of i t s  incom e ta x  re tu rn  w ill o rd inarily  invo lve  m odifica tions 
to  in c lu d e  some item s th a t  are  by natu re  and stru c tu re  a part of th e  a c ­
crua l sy s te m . E ither of th e s e  two fundam ental accoun ting  co n cep ts  of 
record ing  and reporting  th e  f in an c ia l inform ation  of th e  b u s in e ss  may 
be em ployed in  determ ining  th e  p en sio n  c o s t  of a funded p lan  for a 
g iven  f is c a l  p e rio d .
ACCOUNTING METHODS
C ash  v s . A ccrual B a s is —The re s u lts  of a  su rvey  p u b lish ed  in  
th e  Tournal of A ccountancy in  1952 in d ic a te  th e  predom inance of th e  
c a sh  b a s is  in  accoun ting  for th e  p en sio n  p lan s  in  th e  tw o hundred 
com pan ies covered  by th e  rep o rt. If w e c an  assum e th a t th e s e
l-Warde B. O gden, "Survey of 260 P ension  P lans R eveals W ide 
V ariety of A ccounting for C o s ts ,  P lus Some H a z a rd s ,"  The Journal of 
A cco u n tan cy , 93 (January, 1952), 4 4 -4 7 .
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com panies s e le c te d  for th e  survey  rep re se n t a c ro ss  se c tio n  of the  U nited  
S ta te s  co rpo ra tions providing p en sio n  p la n s  for th e ir  em p lo y ees, w hat are  
th e  re a so n s  for th e  se le c tio n  of th e  c a sh  b a s is  by th e  m ajority  of th e s e  
b u s in e s s e s ?  As a p o s s ib le  an sw er to  th is  query , The A cco u n tan ts1 
H andbook l i s t s  th ree  re a so n s  for th e  w id esp read  u se  of th e  c a sh  b a s is  
in  accoun ting  for p en sio n  c o s t s .  T hese th re e  re a so n s  are  sum m arized 
a s  fo llow s: (1) th e  requirem ent for deduction  of con trib u tio n s under th e  
cu rren tly  e ffe c tiv e  reg u la tio n s  of th e  In te rn a l Revenue C ode of 1954 is  
th a t th e  p lan  m ust be  funded . For th o se  p lan s  th a t a re  not q u a lified  
under th e  C o d e , th e  em ployer is  perm itted  to  make d eductions only w hen 
paym ent is  m ade to  re tired  em ployees; (2) th e  determ ination  of th e  c o s t 
of p en s io n s  invo lve  a c tu a r ia l c o m p u ta tio n s . The many v a ria b le s  in ­
v o lv ed  in  th e s e  com putations have c a u se d  some a cc o u n ta n ts  to  be 
h e s i ta n t  in  a ccep tin g  " c o s ts "  b a se d  on th e s e  fa c to rs . In te re s t ra te s  
and S o c ia l S ecu rity  b e n e f its  a re  tw o of th e  v a ria b le s  to  be  co n sid ered  
in  any  estim atin g  c o s t p rocedure; and (3) th e  fac t th a t some of th e  p e n ­
s io n  p lan s  a re  term ina ted  a t a g iven  d a te  h as  in fluenced  som e acco u n tan ts  
to  v iew  th e  p la n s  a s  tem porary , and th u s th e  id ea  of accru ing  a  l ia b ili ty  
beyond  th e  le g a l te c h n ic a l i t ie s  of th e  p en sio n  agreem ent may not be
O
a c c e p ta b le .
A lthough th e re  is  v a lid ity  co n ta in ed  in  th e  rea so n s  ou tlined  ab o v e ,
O
A ccoun tan ts ' H andbook , ed ited  by  Rufus W ixon , (New York: The 
Ronald P re s s ,  1956), 4th E d ition , se c tio n  8 , p . 34 .
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it  may be th a t  in  many c a s e s  exped iency  d ic ta te s  th e  u se  of the  c a s h  
b a s i s .  The p o s itio n  ta k e n  in  th e  d is c u s s io n  of th is  p o in t in  the 
A cco u n tan ts ' Handbook is  co n ta in ed  in  th e  follow ing quo ta tion :
The v iew  m ost commonly h e ld  i s  th a t th e  c o s t of 
providing a re tirem en t b en efit for an  in d iv id u a l should 
b e  acc rued  over th e  w orking life  of th a t in d iv id u a l.
The most im portant q u a lif ic a tio n  of th is  ru le  a p p lie s  
to  the  firm w hich  rec o g n ize s  in  th e  b en efit form ula 
se rv ice  rendered  prior to  th e  adop tion  of th e  p la n .
The c o s t of providing th is  po rtion  of th e  b e n e fit is  
th e  much d is c u s s e d  "p a s t se rv ice  c o s t." '*
The u se  of th e  a cc ru a l system  of accoun ting  in  th e  genera l a c ­
counting  reco rds by th e  m ajority  of th e  b u s in e s s e s  la rg e  enough to  m ain­
ta in  a p e n s io n  p lan  p o se s  th e  follow ing q u e s tio n : "Should not th e  c o s t 
o f deferred  p en sio n s be hand led  on th e  a c c ru a l b a s is  w ithou t regard  to  
th e  funding procedures u se d  by th e  b u s in e s s ? "  For c o n s is te n c y  in  r e ­
po rting , an  affirm ative answ er to  th is  q u e s tio n  seem s in  o rder. In  th e  
w ords of a p ra c titio n e r , th e  follow ing su g g e s tio n  is  m ade for an a c ­
counting p rin c ip le : "The to ta l  e s tim a ted  c o s t  of providing an em p loyee 's  
p en sio n  shou ld  be acc ru ed  ra te a b ly  over h is  period  of a c tiv e  se rv ic e  
beginning  e ith e r w ith  th e  d a te  of h is  em ploym ent or th e  d a te  a p en sio n
p lan  is  ad o p ted , w h ich ev er is  la te r ,  and ending  w ith  th e  date  he r e -
4
t ire s  from productive  s e rv ic e ."
V aria tions in  M ethods U sed —Surveys th a t have  b een  made
3I b i d . , 8 -3 4 .
^O gden, o p . c i t . , p . 47 „
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w ith in  th e  p a s t te n  y ea rs  in d ic a te  th e  w ide ly  d iffering  m ethods in  use  in  
p e n s io n  p lan  accoun ting  and  in  s ta tem en t p re se n ta tio n  of th e  pension  
p lan  d a ta .  The re s u lts  of th e  survey by M r. O gden, referred  to  ea rlie r 
in  th is  c h a p te r , in d ic a te  th e  need for much ad d itio n a l work by th e  a c ­
coun tan t in  th e  a re a  of p en sio n  p lan  accoun ting  in  order to  bring  as 
much s ta n d a rd iz a tio n  or uniform ity a s  i s  p o ss ib le  in to  th e  accoun ting  
tec h n iq u e s  of th is  sp e c ia liz e d  p rob lem . The d iff ic u ltie s  in  acco m p lish ­
ing th is  d e sired  re s u lt  of uniform ity in  recording  and reporting  of p en sio n  
p lan  in form ation  in  the  f in an c ia l s ta te m e n ts  a re  s e t  forth  very c le a rly  by 
M r. P e rc iv a l B rundage, a p a s t  p re s id en t of th e  A m erican In s ti tu te  of 
C e rtif ie d  Public  A cco u n ta n ts , in  th e  follow ing quo ta tion :
. . .T here  is  l ik e ly  to  be  l i t t le  s im ila rity  be tw een  
com panies in  th e ir  trea tm en t of p e n s io n s , and due to  
d iffe ren ces  in  th e ir  p rev ious p lan s and th e  term s of 
th e  c o n tra c ts  w ith  th e  lab o r u n io n s , no com parab ility  
can  be  e x p e c te d . A com pany on a p a y -a s -y o u -g o  b a s is  
w ould show re s u l ts  w id e ly  d ifferen t from w hat th ey  w ould 
be on a com plete  or p a rtia lly -fu n d e d  b a s i s .  There i s  
bound to  be c ritic ism  from uninform ed rea d e rs  a s  w e ll 
a s  from th o se  w ho th ink  th e y  understand  th e  problem . . .
It is  d iff icu lt to  bring hom e to  read ers  of fin an c ia l s t a te ­
m ents th e  n e c e ssa ry  l im ita t io n s  on th e  p re se n ta tio n  of 
a com pany 's  p o s itio n  and  i ts  opera ting  re s u l ts  and th a t 
in  p resen tin g  th e  known fa c ts  as c le a r ly  and  sim ply as 
p o s s ib le  it i s  n e c e ssa ry  to  u se  accoun ting  conven tions 
w hich  have b een  e s ta b lis h e d  over th e  y e a rs  as m ost 
su ita b le  for th e  p u rp o se .^
ELEMENTS AND FACTORS OF PENSION COSTS
C o st D eterm ining F a c to rs—As th e  p reced ing  c o n d itio n s , d e sc rib ed
^P erc ival F . B rundage, "P ension  Plans from an A ccoun tan t's  Point 
of V iew , “ The Journal of A cco u n tan cy , 89 (January, 1950), 12.
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by M r. B rundage, e x is t today  in  very  much th e  sam e m anner a s  th ey  did 
th e n , th is  ch ap te r w ill co v er th e  problem  of p e n s io n  p lan  c o s ts  for a 
funded p lan  from th e  b a s ic  c o s t determ ining fac to rs  to  th e  requ irem en ts 
im posed  by R egulation  S-X of th e  S e c u ritie s  and Exchange C om m ission 
in  c a s e s  w here th is  R egulation  i s  a p p lic a b le . The d is c u s s io n  of th e s e  
c o s t determ ining fac to rs w ill follow  th e  b rie f  ou tlin ing  of th e  co n ten t of 
th e  rem ainder of th is  c h a p te r .
C o st A llocation  and S ta tem ent P re se n ta tio n —Follow ing th e  d is c u s ­
s io n  of th e  e lem en ts  of c o s t de te rm ina tion  for p e n s io n s  w ill be an in ­
v e s tig a tio n  of th e  a lte rn a tiv e s  in  c o s t  a llo c a tio n  for fin an c ia l s ta tem en t 
p re s e n ta tio n . This a llo c a tio n  p ro c e ss  w ill be covered  from th e  s ta n d ­
po in t of p o ss ib le  c la s s if ic a t io n s  of th e  c o s t e lem en t on th e  opera ting  
s ta tem en t of a  g iv en  f is c a l  period  in  add ition  to  th e  a d v isa b ility  of c o s t 
apportionm ent be tw een  or among f is c a l  pe riods in  c a s e s  w here p a s t 
se rv ic e  c o s t i s  in v o lv ed . As an in te g ra l part of th e  sta tem en t p re s e n ta ­
tio n  of p en sio n  p lan  d a ta , th e  problem  of accru ing  l ia b i l i t ie s  in c id en t 
to  th e  p lan  w ill be  d is c u s s e d . The recom m endations of th e  Com m ittee 
on A ccounting Procedure of th e  A m erican In s ti tu te  of C e rtif ied  Public  
A ccountan ts a s  ou tlined  in  A ccounting R esearch  B u lle tin  N o. 47 , "Ac­
counting  for C o s ts  of P en sio n  P la n s ,"  w ill be exam ined in  d e ta i l .
Q u estio n n a ire  Survey—A l is t  of one hundred co rpo ra tions w as 
s e le c te d  from th e  “Fortune 500 L is t"  to  be u se d  in  a q u estio n n a ire  s e e k ­
ing to  find out w hat is  a c tu a lly  b e in g  done in  th e  f ie ld  at th e  p resen t 
tim e on some of th e  more d ifficu lt accoun ting  problem s encoun tered  in  
p en sio n  p lan  recording and rep o rtin g . All of th e  co rpo ra tions se le c te d
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are in d u s tr ia ls ,  and th ey  rep re se n t se v e ra l of th e  m ajor ty p es  of in ­
d u s tr ie s  w ith in  th a t c a te g o ry . The five  q u e s tio n s  u se d  on th is  q u e s tio n ­
na ire  w ere  o rig in a lly  p repared  and u sed  te n  y e a rs  ago by th e  C o n tro lle rs  
In s ti tu te  of A m erica, In c . The re s u lts  ob ta in ed  by th a t group in  th e  
survey  m ade by them  w ill be p re se n te d  in  th is  c h ap te r  in  ad d itio n  to  
th e  r e s u l ts  of th e  su rvey  conducted  by th e  au tho r of th is  s tu d y . The 
C o n tro lle rs  In s ti tu te  w as  c o n s id e ra te  enough to  perm it th e  u se  of th e ir  
q u e s tio n s  so  th a t a  com parison  cou ld  be  m ade of th e  r e s u l ts  ob ta ined  
in  1949 and te n  y e a rs  la te r .  A lthough each  su rvey  s e le c te d  i t s  own 
reporting  c o rp o ra tio n s , o b se rv a tio n s  may be made from th e  re s u l ts  o b ­
ta in e d  in  th e  in d iv id u a l su rv ey s and in  com parison  of th e  r e s u lts  ob ­
ta in e d  in  th e  two s u rv e y s .
C a se  S tudy— One c a s e  stu d y  w ill be  in c lu d ed  in  th is  c h a p te r . The 
in form ation  in c lu d ed  in  th is  c h a p te r  on th is  u t il i ty  i s  th e  re s u lt  of a 
p e rso n a l in sp e c tio n  of th e  in s ta l la t io n .  A study  s im ila r to  th e  m ateria l 
p re sen te d  in  th is  c h ap te r in  co n n ec tio n  w ith  th e  opera tion  of a  p ension  
p lan  w ill be  in c lu d ed  in  th e  fo llow ing ch ap te r in  w hich  profit sharing  is  
em p h asized . The pu rpose  of th e  in c lu s io n  of th e  key  p o in ts  of th e  
o b se rv a tio n s  m ade from th e  p e rso n a l in sp e c tio n  i s  to  bring a c e rta in  
degree  of re a lism  in to  th e  ch ap te r w ith  th e  though t th a t i t  may add 
c la r ity  to  th e  en tire  coverage  of th e  su b je c t.
GENERAL CONSIDERATIONS INCIDENT TO PENSION COSTS
B asic  F ac to rs A ssum ed—C e rta in  b a s ic  fac to rs  w ill  be  assum ed  
throughout th is  c h a p te r . T hese fac to rs  w ill be enum erated  now so  as
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to  c la r ify  th e  in te n t of th is  c h a p te r  and to  p la c e  th e  co n ten t of th e  
c h ap te r  in  th e  proper p e rsp e c tiv e  .
S ince th e  coverage  of th is  en tire  s tu d y  is  lim ited  to  p lan s  of th e  
p en s io n  or p ro fit sharing  type  th a t  are  q u a lif ie d  by th e  In terna l Revenue 
S e rv ic e , th e  d is c u s s io n  in  th is  c h ap te r of th e  accoun ting  fea tu re s  of a 
p e n s io n  p lan  w ill be b a se d  on th e  p rem ise  th a t th e  p lan  is  funded . S ince 
som e of th e  m ajor m ethods and m edia for funding have  been  covered  in  
an e a r lie r  c h a p te r , th e y  w ill not be  reexam ined  in  any d e ta il  in  th is  
c h a p te r . The o b jec t of th is  c h ap te r  i s  to  d e sc rib e  th e  accoun ting  r e ­
qu irem ents for a  funded p lan  ir re sp e c tiv e  of th e  ex ac t funding a rran g e ­
m ents s e le c te d  by a p a rtic u la r  em ployer .
The ty p e  of p lan ,co n trib u to ry  or n o n -co n trib u to ry , i s  not an  im ­
po rtan t co n s id e ra tio n  of th is  p a rtic u la r  c h a p te r . The accoun ting  
p rin c ip le s  invo lved  on th e  em ployer"s books for h is  con tribu tions under 
e ith e r  a  con tribu to ry  or a  non -con tribu to ry  arrangem ent are  b a s ic a lly  th e  
sam e. Even under a con tribu to ry  type  p la n , th e  c o s t of p a s t  se rv ice  
l ia b i li ty  is  p a id  by th e  em ployer in  alm ost a ll  c a s e s .
Perm anency of th e  p lan  w ill  be a ssum ed  to  e x is t  in  a ll  d is c u s ­
s io n s  in  th is  c h a p te r . Although th e  p lan  may be su b je c t to  co n stan t 
rev iew  and ch an g es  a s  co n d itio n s  d ic ta te  „ th e  perm anency of th e  p lan  
requirem ent for q u a lif ic a tio n  is  not a ffec ted  by th is  pe riod ic  updating 
p ro c e s s .  The accoun ting  p rocedu res o u tlin ed  or recom m ended a re  b a sed  
on th e  concep t of a continuing  p la n  o p e ra tio n .
Pension  C ost-—Before p roceed ing  w ith  the  d is c u s s io n  of the
sp e c if ic  accoun ting  p r in c ip le s  and p ra c tic e s  in c id en t to  p en sio n  p la n s , 
i t  is  im portant to  c la rify  th e  term  "p en s io n  c o s t"  a s  i t  i s  be ing  u sed  in  
th is  c h a p te r . "P ension  c o s t"  m eans th e  n e t f in an c ia l ou tlay  requ ired  
of a b u s in e s s  to  m eet th e  em p lo y er's  p a rt o f the  b e n e fits  ag reed  upon. 
This c o s t in c lu d es  a ll  ad m in is tra tiv e  c o s ts  in  ad d itio n  to  th e  a c tu a l ne t 
co n trib u tio n s requ ired  to  m eet th e  premium paym ents or fund accu m u la ­
t i o n s . The do lla r c o s t to  th e  em ployer i s  a ffec ted  d ire c tly  by th e  amount 
of th e  b e n e fits  th a t th e  p lan  w ill y ie ld  to  th e  p a rtic ip a n ts  or th e ir  b e n e ­
f ic ia r ie s  . Each of th e  v a rious c o s t determ ining  fac to rs  to  be co n sid ered  
in  th e  parag raphs th a t  follow  m ust be  v iew ed  w ith re s p e c t  to  th e  p a rtia l 
c o s t de te rm ina tion  th a t each  e x h ib its .
P ension  C o st R e d u c tio n ? —Although th e  su b je c t of in ta n g ib le s  is  
not a t a ll uncommon to  accoun ting  term ino logy , th e  in c lu s io n  in  th e  
s ta te m e n ts  of an  item  th a t i s  both  an in ta n g ib le  and a ls o  of an  u n certa in  
am ount m ust be hand led  w ith  ca re  and fu ll  d is c lo s u re . The in tan g ib le  
fea tu re  of a p en sio n  p lan  l ie s  in  th e  fav o rab le  e ffec t th a t i t  may produce 
for th e  em ployer in  th e  w ay of in c re a se d  em ployee p ro d u c tiv ity  in  a 
c o lle c tiv e  s e n s e .  This type  of c o s t red u c tio n , if  i t  o c c u rs , i s  d ifficu lt 
for th e  acco u n tan t to  m easure  o b je c tiv e ly . In r e a l i ty ,  how much did th e  
p en sio n  p lan  c o s t th e  em ployer if  w e a re  perm itted  to  in je c t in to  th e  c o s t 
de te rm ina tion  th is  in tan g ib le  referred  to  a b o v e?  The answ er to  th is  
q u e s tio n  w ould invo lve  too  many v a ria b le s  to  ju s tify  th e  p re sen ta tio n  of 
a p e n s io n  c o s t a rrived  at p rin c ip a lly  by th e  u se  of co n ven tiona l a c c o u n t­
ing p rocedures but tem pered  w ith  m od ifica tions of q u e s tio n a b le  a c c u ra c y .
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The p o in t d is c u s s e d  here  shou ld  not be co n stru ed  to  m ean th a t e s tim a te s  
have  to  be e lim in a ted  from c o s t  c a lc u la t io n s . This is  not th e  in ten tio n  
of th e  d is c u s s io n  in  th is  reg a rd .
C o st E stim ate  L im ita tion—C orrec t e s tim a te s  are  e s s e n t ia l  in  many 
e n tr ie s  invo lved  under a properly  function ing  a cc ru a l sy stem  of a c c o u n t­
in g . Errors may re s u lt  in  e s tim atin g  c e rta in  i te m s , but th is  is  no j u s t i ­
f ic a tio n  for she lv ing  th e  e stim atin g  procedure w here i t  se rv es  the  n eed  
not met by o ther m e a n s .
If th e  b en e fit form ula p rov ides for a c a lc u la tio n  t ie d  d irec tly  to  
e a rn in g s , th e  p en sio n  c o s t w ill be la rg e r a s  w ag es  in c re a s e . The 
a c tu a ry  in  e s tim a tin g  c o s t b a se d  on a g iven  w age ra te  is  unab le  to  in je c t  
in to  h is  com putation  w hat may happen  to  w age s c a le s  during th e  p eriod  
for w hich  th e  e s tim a te  is  m ade or for th e  p eriods th e re a f te r . Even 
though  th e  c o s t e s tim a te  rendered  may not have  p ro jec ted  th e  same 
figure  a s  w as proved a t som e la te r  d a te  to  be th e  net f in an c ia l c o s t , 
accoun ting  record ing  and reporting  p rocedures s t i l l  em brace the  u se  
of e s tim a te s  but reco g n ize  th e  lim ita tio n s  in h eren t in  th e  estim ating  
p ro c e s s .  If no a ttem pt is  m ade to  re f le c t in  th e  acco u n ts  an item  th a t  
req u ire s  an  e s tim a te , th e  re su lta n t s ta tem en t may be more m islead ing  
through lack  of fu ll d isc lo su re  th a n  a s ta tem en t p resen tin g  an e s tim a ted  
acco u n t b a la n ce  th a t may not be  100 per c en t acc u ra te  in  do lla r am ount.
The Com m ittee on A ccounting Procedure of th e  Am erican In s titu te  
of C e rtif ie d  P ublic  A ccountan ts em phasized  th e  poin t of u tiliz in g  a c ­
tu a r ia l  te c h n iq u e s  and estim atin g  p rocedures in  accoun ting  for p en sio n
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c o s t s  in  A ccounting R esearch  B ulle tin  N o. 47 . The C om m ittee s ta tem en t
on  th is  point i s  a s  fo llow s:
. . o There a re  o ther b u s in e s s  c o s ts  for w hich  i t  is  
n e c e ssa ry  to  m ake period ic  p ro v is io n s  in  th e  acco u n ts  
b a se d  upon assu m p tio n s  and e s t im a te s .  The Com m ittee 
b e lie v e s  th a t th e  u n c e rta in tie s  re la tin g  to  th e  d e te r ­
m ination  of p e n s io n  c o s ts  are  not so  pronounced a s  to  
p rec lude  s im ila r tre a tm e n t. 6
COST DETERMINING FACTORS
It i s  reco g n ized  th a t some of th e  follow ing fac to rs  a re  not w ith in  
th e  realm  of th e  re sp o n s ib ili ty  of th e  a c c o u n ta n t, how ever i f  com plete  
c o v e rag e  is  to  be  acco rded  th is  p h a se  of th e  su b je c t ,  sp a ce  m ust be 
d ev o ted  to  c o n s id e ra tio n  of a ll  of th e  fac to rs  having b earing  on th e  end 
p ro d u c t. The acco u n tan t m ust be aw are of th e  variab le  w ith  w hich  he 
i s  dea ling  in  th e  broad su b je c t of p en sio n  p lan  c o s t s .
M o rta lity —It is  im p o ssib le  to  know e x ac tly  how m any em ployees 
ou t o f a g iven  num ber w ill  l iv e  to  rea ch  th e  re tirem en t age  d e s ig n a te d  in  
a  p e n s io n  p la n . It is  l ik e w ise  im p o ssib le  to  know e x a c tly  how long 
e a c h  p en sio n er w ill liv e  a f te r  he  b eg in s  to  draw  h is  p e n s io n . The u se  
of a  S tandard Annuity T able p rov ides th e  ac tu ary  w ith  a  b a s is  for p re ­
d ic tin g  w ith re a so n a b le  a cc u ra c y  th e  p e rcen tag e  of th e  p a rtic u la r  group 
th a t  w ill  be liv in g  at a d e s ig n a te d  a g e . The T able a ls o  w ill  provide 
in form ation  on l ife  ex p ec tan cy  a fte r th is  d e s ig n a ted  a g e . In our
6Com m ittee on A ccounting P ro ced u re , A m erican In s ti tu te  of Ac­
c o u n ta n ts , "A ccounting for C o sts  of P en sio n  P la n s , 11 Am erican In s titu te
of A ccountan ts (On June 1, 1957 th e  nam e of th is  o rgan iza tion  w as
ch an g ed  to  The American In s ti tu te  of C e rtif ie d  Public A c c o u n ta n ts .) ,
A ccounting R esearch  B u lle tin  N o. 47 (Septem ber, 1956), p . 15.
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d is c u s s io n  w e w ill a rb itra rily  u se  age 65 a s  th e  norm al re tirem en t a g e .
If a  p a rtic u la r  com pany can  m ake a v a ila b le  to  an  ac tu ary  th e  in ­
form ation a s  to  th e  m orta lity  ex p e rien ce  in  th a t com pany covering  a 
re p re se n ta tiv e  num ber of p a s t y e a r s ,  a ta b le  may be  d esig n ed  th a t co u ld  
conform  more c lo s e ly  to  th e  m orta lity  ex p e rien ce  in  th e  fu ture in  th a t 
com pany th a n  w ould be provided  by a  S tandard  Annuity T a b le . P a rticu la r 
co n d itio n s may p rev a il in  a g iv en  com pany th a t w ould render th is  
p o s s ib il i ty  a  tru ism . As an exam ple , i f  i t  is  e s tim a te d  th a t out of 
1 ,000 em ployees covered  under a p en sio n  p lan  only  800 of th is  group 
w ill  reach  re tirem en t age  due to  th e  m orta lity  fac to r  a lo n e , th e  com ­
p u ta tio n  of th e  amount requ ired  to  be co n trib u ted  by th e  em ployer to  
provide for th e  p ro sp e c tiv e  p en sio n e rs  c a n  be d isco u n ted  for m o rta lity .
The in c re a s in g  life  span  th a t i s  in d ic a te d  by s ta t i s t ic s  a v a ila b le  
today  w ill have  i ts  e ffec t on p en s io n  p la n s . There is  a d is tin c t 
p o s s ib il i ty  th a t  in  th e  fu ture  a  norm al re tirem en t age may be se le c te d  
th a t is  h igher th a n  th e  one being  u sed  a t th e  p re sen t t im e . "If the  
a ssu m p tio n s  a s  to  m orta lity  d e c re a se s  are  r e a l iz e d , in c re a s e s  in  p e n ­
s io n  c o s ts  a t a fixed  re tirem en t age a re  in e v ita b le  and m ust be faced
7
w ith  rea lism  and p ru d e n c e ."
A ctuaria l so u n d n ess  in  a p en sio n  p lan  im p lies th a t a  carefu l 
a n a ly s is  h a s  b een  made of th e  covered  group and th e  m ost current 
A nnuity T able a p p lica b le  in  th e  g iven  s itu a tio n  h as  been  u s e d . If th e
7
B lack , opo c i t . , p . 163.
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1937 S tandard  Annuity T ab le , w hich  in d ic a te s  a  h igher m orta lity  for th e  
younger and m iddle age  groups th a n  i s  ev iden t today  among th e  em ployed 
c a te g o r ie s , is  em ployed in  co n n ec tio n  w ith  a p lan  th a t h a s  a  fu ll and 
ea rly  v e s tin g  p ro v is io n , th e  ch o ice  of th is  p a rtic u la r  Table cou ld  be
O
se rio u s ly  q u e s tio n e d .
The follow ing e x tra c t from s ta t i s t ic s  rendered  by  the  N a tiona l 
O ffice  of V ital S ta t i s t ic s ,  U . S . D epartm ent of H e a lth , E duca tion , and 
W elfare  re v e a ls  th e  upward tren d  in  life  ex p ec tan cy  a s  trac ed  in  th e  
tw e n tie th  cen tu ry :
TABLE III
EXPECTATION OF LIFE AT BIRTH IN THE UNITED STATES
(YEAR)
Year
W hite N on-W hite
M ale Fem ale M ale Fem ale
1900 4 6 .6 4 8 .7 32 .5 33 .5
1910 4 8 .6 52 .0 3 3 .8 37 .5
1920 5 4 .4 55 .6 4 5 .5 45 .2
1930 5 9 .7 63 .5 4 7 .3 49 .2
1940 6 2 .1 66 .6 5 1 .5 54 .9
1950 6 6 .5 7 2 .2 5 9 .1 62 .9
1955 6 7 .3 7 3 .6 6 1 .2 65 .9
1956 6 7 .3 73 .7 6 1 .1 65 .9
Source: Life In su ran ce  Fact Book (New York: In s ti tu te  of Life In su ra n ce , 
1958), p .  109 o
B ronson, o p . c i t . , p . 37 .
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An exam ination  o f th e  inform ation  in  th is  ta b le  in d ic a te s  an in ­
c re a s e  in  life  ex p ec tan cy  in  y e a rs  from 6 2 .1  in  1940 to  67 .3 in  1956 for 
a  w h ite  m ale , and for th e  sam e in te rv a l from 54 .9 y e a rs  to  65 .9 y ea rs  
for a  non -w h ite  fem a le . T hese  in c re a s e s  in  l ife  ex p ec tan cy  range from 
approx im ate ly  5 to  11 y e a rs  in  an  in te rven ing  period  of only 16 y e a r s .
This im portant fac to r invo lved  in  th e  c a lc u la tio n  of in su ra n ce  prem ium s 
and in  th e  e s tim atin g  of co n trib u tio n s  to  be  made to  a fund m ust be 
reco g n ized  w ith  re sp e c t to  th e  l a te s t  l ife  ex p ec tan cy  p ro je c tio n s . P en ­
sion  p lan  c o s ts  w ill be  determ ined  in  part by th is  fa c to r .
In te re s t—The in te re s t  fac to r h as  i t s  e ffec t in  th e  o v e ra ll d e te rm in a ­
tio n  of premium ra te s  for a n n u itie s  under an  in su red  p lan  and in  th e  d e ­
te rm in a tio n  of th e  co n trib u tio n s requ ired  in  a  tru s te e d  p lan . "The 
im portance of th e  in te re s t  a ssu m p tio n  in  premium ra te s  is  show n by th e
fac t th a t a d ifference  of 1 /4  of 1 per cen t in  th e  in te re s t  ra te  u sed  w ill
g
a ffec t th e  re su ltin g  prem ium s by an  av erag e  of about 6 per c e n t ."
C o n se rv a tism  d ic ta te s  th a t a  sa fe ty  m argin be m ain tained  b e tw een  
th e  ra te  a ssum ed  and w hat th e  a c tu a l ra te  may prove to  be in  p ra c tic e .
The em ployer w ill not lo se  any th ing  under e ith e r  th e  in su red  p lan  or th e  
tru s te e d  p lan  by th e  u se  of a low er in te re s t  ra te  th a n  is  be ing  y ie ld ed  by 
th e  in v e s tm e n ts . In  th e  fu ture  th e  e ffec t w ill be a low ering of th e  in ­
su ran ce  prem iums or a sm a lle r am ount req u ired  in  con tribu tions to  th e  
fund to  accum ulate  th e  d e s ired  am oun t. If th e  in te re s t  ra te  beg in s to
^The S . S . H uebner Foundation for In su ran ce  E ducation , P e n s io n s : 
Problem s and Trends (Homewood, I l lin o is :  R ichard D . Irw in , I n c . ,  1955), 
p . 172.
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d ro p , a pe riod  of c lo se  o b se rv a tio n  is  requ ired  before a c tio n  is  ta k e n  by 
e ith e r  th e  in su ran ce  com pany or th e  re sp o n s ib le  o fficer in  th e  tru s te e d  
p la n . If th e  flu c tu a tio n s  are not w ide enough to  w arran t a  change in  
c a lc u la t io n s , no im m ediate a c tio n  is  req u ire d . On th e  o th er hand if  
th e  f lu c tu a tio n  in  ra te  i s  of su ch  m agnitude and is  ap p aren tly  not o f a 
sh o rt d u ra tio n , re c a lc u la tio n s  o f th e  premium ra te s  or co n trib u tio n s to  
th e  fund are  in  o rder.
C e rta in  d iffe ren ces  e x is t in  th e  in su red  and th e  tru s te e d  p lan s  
th a t  a ffec t th e  in te re s t  fac to r . A few of th e  major po in ts  invo lved  in  
th e  dete rm ina tion  of an  a ssum ed  in te re s t  ra te  w ill be po in ted  o u t. T hese  
p o in ts  to  be noted  may re su lt in  a d ifferen t perform ance of th e  in te re s t  
fa c to r  under th e  two a lte rn a tiv e s  being c o n s id e re d .
In m any c a s e s  th e  life  in su ra n ce  com panies may be lim ited  by th e  
s ta tu te s  a s  to  th e  ty p e s  of in v es tm en ts  p e rm itted . Some s ta te s  do not 
perm it in su ra n ce  com pan ies to  m ake in v es tm en ts  in  common s to c k s . 
A lthough th e re  h as  b e en  some re lax ing  of re s tr ic tio n s  im posed  on in ­
v e s tm e n ts  in  s to ck s  by  b u s in e s s e s  su b jec t to  various s ta te  and fed era l 
reg u la to ry  a g e n c ie s , th e re  s t i l l  rem ain in  e ffec t many p ro v is io n s  l im it­
ing  th e  investm en t po rtfo lio  of th e s e  c o m p a n ie s . On th e  o ther hand th e  
t ru s te e  of a  fund c an  be g iven  a g rea t d ea l of d isc re tio n a ry  pow er w ith 
re sp e c t to  th e  investm en t of th e  a s s e ts  of th e  t r u s t .
The earn ings on a q u a lif ie d  tru s t a re  exem pt from ta x  under th e  
p ro v is io n s  of th e  In te rn a l Revenue Code of 1954. The investm en t in ­
com e of in su ra n ce  com panies i s  su b jec t to  a federa l incom e ta x .  The
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ra te  of fed e ra l incom e ta x  on th e  in v estm en t incom e of th e  stock  in ­
su ran ce  com panies h a s  been  in c re a s e d  m ate ria lly  by HR 4245 w hich  w as 
p a s se d  in  June, 1959 by the  C o n g re s s .
The funds h e ld  by an in su ra n c e  com pany a re  c o n s id e re d  in  th e  
a g g re g a te , and th e  en tire  investm en t portfo lio  sh a re s  p ro p o rtio n a te ly  in  
th e  earn ings of th e  com pany . The tru s te e d  p lan  o p e ra te s  under th e  
p rin c ip le  of each  fund being an independen t e n tity . Each of th e s e  
p a rticu la r  arrangem en ts may se rv e  to  e ith e r r a is e  or low er th e  in te re s t  
fac to r in  g iven  c a s e s . If a part of th e  funds rem ain  id le  for any  p a rt of 
a g iven  f is c a l  p e rio d , th e  e ffe c tiv e  in te re s t earned  on th e  to ta l  accu m u la ­
tio n  w ill be  le s s  th a n  th e  ra te  ea rn ed  on th e  d o lla r  am ount a c tu a lly  in ­
v e s te d  for th e  e la p se d  period of t im e .
How do th e  a g e s  of the  in d iv id u a l p lan  p a rtic ip a n ts  and th e  am ount 
of th e  advance  funding carried  out a ffec t th e  in te re s t  fa c to r?  The 
younger th e  covered  em ployees in  a p lan  th e  longer th e  funds com m itted 
in  advance  funding w ill be a ffe c te d  by th e  in te re s t  f a c to r . An exam ple 
w ill se rv e  to  expand  th is  p o in t. If w e a ssu m e  th a t an  em ployee is  forty  
y e a rs  o f age w hen a p lan  i s  adop ted  and a ls o  assum e th a t  age s ix ty -  
five  is  th e  minimum normal re tirem en t a g e , th e  co n trib u tio n  made a t th e  
tim e of p lan  adop tion  w ill have more th an  doubled  in  th e  next tw e n ty -  
five y e a rs  if  3 per c e n t compound in te re s t i s  m ain ta in ed . The p o in ts  
l is te d  above se rve  to  point up th e  p la c e  th e  in te re s t  fac to r ho ld s in  
th e  p a rtia l  c o s t de te rm ina tion .
E x p en ses—Investm ent e x p e n se s  are  ex c lu d ed  from c o n sid e ra tio n
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under th is  heading,, Any investm en t ex p en se s  a re  tre a te d  a s  deductions 
from g ro ss  investm en t earn in g s to  g ive  a net p e rcen tag e  y ie ld  on th e  
funds in v e s te d . This point w as co n sid e red  under " In te re s t"  in  th e  
p reced ing  s e c tio n . Due to  th e  d iffe ren ces  th a t e x is t  in  th e  ex p en ses  
under an  in su red  p lan  and under a tru s te e d  p la n , it  is  n e c e ssa ry  to  o u t­
l in e  c le a r ly  w hich  item s are  in c lu d ed  in  each  com posite  ex p en se  amount..
E xpenses of an  in su re d  p lan  invo lve  w hat i s  known a s  a " load ing" 
fa c to r . This load ing  fac to r in  th e  in su ra n ce  com pany premium ra te  
s tru c tu re  i s  in ten d ed  to  cover su ch  item s as th e  fo llow ing: com m issions 
to  ag en ts  or b ro k e rs , s ta te  premium ta x e s  {in th o se  s ta te s  a s s e s s in g  
su ch  a ta x ) , in su ra n c e  com pany ad m in is tra tiv e  e x p e n se s , and co n ­
tin g e n c ie s  . In ad d itio n  to  th e  load ing  fac to r in c lu d ed  in  th e  premium 
c a lc u la t io n s , th e  employer w ill  incur som e ad m in is tra tiv e  and le g a l e x ­
p e n se s  in  th e  rou tine  of e s ta b lish in g  th e  p lan  and  in  m ain tain ing  w h a t­
ev er reco rds are  req u ired  by th e  p la n .
The ex p en se s  of a tru s te e d  p lan  in c lu d e  th e  fo llow ing: fee s  to  
th e  t r u s te e ,  a c tu a r ie s ' f e e s ,  le g a l f e e s ,  and th e  c o s ts  of th e  in c re a se d  
ad m in is tra tiv e  reco rd  keep ing  w ith in  th e  b u s in e s s  th a t h a s  b een  brought 
abou t by th e  in s ta l la t io n  and m ain tenance  of th e  p en sio n  plan„
The summary above of th e  e lem en ts  com prising  th e  "ex p en se"  
segm ent of th e  to ta l  p en sio n  p lan  c o s t d id  not in d ic a te  any d ifference  
in  c o s t th a t w ould  becom e apparen t a t th e  tim e of a p lan  c e s s a t io n .  If 
an  in su red  p lan  i s  te rm in a ted , th e  prem ium s a lread y  p a id  inc luded  
enough in  th e  load ing  fac to r to  absorb  th e  ad m in is tra tiv e  and o ther
108
in c id e n ta l ex p en se s  in c id en t to  te rm in a tio n . The hand ling  of th e  "e x ­
p e n s e s ” under a n o n -in su red  p lan  is  o rd inarily  on a cu rren t b a s is  of 
c a sh  d isbu rsem en t for th e  ex p en se  item  a s  it  i s  in cu rre d . A dditional 
out of pocket c o s ts  w ould  be incu rred  during th e  period  of tim e e lap sin g  
from th e  term ina tion  d a te  of th e  p lan  to  th e  fin a l a c c o u n tin g .
It is  a  sa fe  o b se rv a tio n  to  make th a t th e  "e x p e n se s"  d is c u s s e d  in  
th is  s e c tio n  do not com prise  a m ajor p a rt o f th e  to ta l  p e n s io n  c o s t .  An 
em ployer in itia tin g  a p lan  shou ld  make w h a tev e r cu rso ry  exam ination  
th a t he  fe e ls  i s  n e c e ssa ry  to  com pare th e  c o s t of th e  ex p en se s  under 
an  in su red  p lan  w ith  th o se  under a tru s te e d  p la n .
T urnover-—-Turnover i s  one of th e  dom inant c o s t determ ining 
fac to rs  in  th e  c a lc u la tio n  of th e  to ta l  c o s t of a p e n s io n  p la n . The v e s t ­
ing p rov is ion  of th e  p a rtic u la r  p lan  m ust be  co n sid e red  in  order to  re f le c t 
co rrec tly  th e  pa rt lab o r tu rnover p lay s  in  th e  to ta l  p e n s io n  c o s t . The 
e ffec t th a t tu rnover may have in  th e  in i t ia l  c a lc u la tio n s  of c o s t under 
an  in su red  p lan  and under a tru s te e d  p lan  i s  s ig n if ic a n t . A deferred  
group annu ity  co n trac t w ill  be assum ed  a s  a re p re se n ta tiv e  in su re d  type  
p lan  to  be  u se d  for com parison  p u rp o ses w ith  a tru s te e d  p la n .
"S ince th e  in su ra n ce  com panies do not fe e l th a t  a r isk  w hich  is  
w ith in  th e  contro l of th e  em ployer and em ployee shou ld  be in c lu d ed  in  
any g u aran teed  r a te s ,  prem ium s for deferred  group annu ity  p lan s  are not 
d isco u n ted  for em ployee t u r n o v e r . T h i s  m eans th a t  if  an  em ployee
^ B la c k ,  o p . c i t . , p . . 174.
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te rm in a tes  h is  em ploym ent before  v e s tin g  ta k e s  p la c e , th e  em ployer 
re c e iv e s  c re d it a g a in s t fu ture prem ium  c o s ts  for an a d ju s te d  am ount 
b a se d  on h is  premium paym ents in  th e  p a s t tow ard  th e  re tirem en t of 
th is  se p a ra te d  em p lo y ee . If fu ll v e s tin g  h a s  occurred  a t th e  tim e of 
an  em p lo y ee 's  w ithdraw al from em ploym ent, th e  em ployer w ill not r e ­
c e iv e  any c red it b e c a u se  th e  in su ra n ce  com pany m ust co n s id e r  th a t th e  
se p a ra te d  em ployee i s  a  member of th e  p lan  a lthough  c re d its  to  th is  
em ployee c e a s e d  on h is  te rm ina tion  of employment., The ex ten t of v e s t ­
ing a t th e  tim e of an  em p lo y ee 's  se p a ra tio n  from em ploym ent c a n  have a 
su b s ta n tia l  e ffec t on th e  to ta l  c o s t of th e  p la n . V esting  p ro v is io n s  in  a 
p lan  shou ld  be  rev iew ed  ca re fu lly  to  in su re  com pliance  w ith  th e  Code 
p ro v is io n s; to  in su re  eq u itab le  trea tm en t to  th e  em ployees; an d , to  
reco g n ize  th e  ex ten t to  w hich  th is  item  may be a c o s t d e te rm in a n t.
The d isco u n tin g  for tu rnover may be  em ployed in  th e  in i t ia l  c a l ­
c u la tio n s  of co n trib u tio n s requ ired  under a  tru s te e d  p la n . W hat b a s is  
i s  to  be  u se d  in  determ ining  th is  w ithd raw al fa c to r?  The p a s t e x p er­
ie n c e  in  th e  p a rtic u la r  b u s in e s s  m ay be  u s e d , but c au tio n  is  dem anded . 
Number of w ith d raw als  a lone  can  le a d  to  erroneous a ssu m p tio n s  . The 
num ber of y e a rs  o f se rv ic e  invo lved  in  each  c a se  of te rm in a tio n  is  very  
im portant b e c a u se  th e  amount co n trib u ted  to  th e  fund for th a t in d iv id u a l 
h a s  b e en  b a se d  on h is  age  and len g th  of se rv ic e  among o ther c o n s id e ra ­
t io n s .  Such fac to rs  a s  v e s tin g , d is a b il i ty  re tirem en t, and ea rly  re t ire ­
m ent m ust be  c o n sid e red  in  adopting  a  ra te  to  be u se d  in  d iscoun ting  
for tu rn o v er. A co n se rv a tiv e  m easure  w ould su g g est th e  low ering of th e
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c a lc u la te d  ra te  a rb itra rily  to  provide a  buffer a g a in s t c o n tin g e n c ie s .
The in s ta l la t io n  of a p en sio n  p lan  may reduce  th e  labo r tu rnover in  th e  
p a rtic u la r  b u s in e s s ,  th u s  th e  co n serv a tism  su g g e s te d  in  e s ta b lish in g  a  
ra te  fac to r for d iscoun ting  for tu rnover w ould be ju s t i f ie d .  If th e  p en ­
sio n  p lan  acco m p lish es  one of i t s  prim ary o b je c tiv e s , th e  tu rnover ra te  
shou ld  d e c lin e  a fte r th e  in s ta l la t io n  of th e  p la n .
R etirem ent Age—In estim ating  th e  to ta l  c o s t  of a p en sio n  p lan  th e  
assum ed  age or se le c te d  age for norm al re tirem en t of th e  em ployee w ill 
be an  im portant p a rtia l c o s t  d e te rm inan t. C o n sid e ra tio n  m ust be  g iven  
to  w he ther th e  normal re tirem ent age  i s  a lso  th e  m andatory re tirem en t 
age or w hether p rov ision  i s  made for th e  em ployee to  con tinue  w orking 
for an  ex tended  period  beyond th e  norm al re tirem en t a g e . If a  p lan  co n ­
ta in s  a  p ro v isio n  perm itting  la te  re tirem en t, th e  p lan  m ust in d ic a te  if  
th e  em ployee w ill rec e iv e  any a d d itio n a l c re d its  a fte r norm al re tirem en t 
age assum ing  th a t he con tinues in  a c tiv e  em ploym ent of th e  b u s in e s s .
The in c lu s io n  of a  d isa b ili ty  re tirem en t fea tu re  in  a tru s te e d  p lan  
n e c e s s i ta te s  a  w eigh ting  of th is  fa c to r  in  th e  o vera ll c o s t  com putation  
of th e  p la n . The ex ten t to  w hich th is  fea tu re  w ill  a ffec t th e  c o s t of th e  
p lan  i s  de term ined  in  part by the  sp e c if ic  s t ip u la tio n s  re la tin g  to  to ta l ,  
p a r t ia l ,  and perm anent d is a b il i ty . An in su red  p en sio n  p lan  w ill 
o rd inarily  not co n ta in  a d isa b ili ty  re tirem en t c la u s e .
C om pensation  Rate-—C hanges in  the  ra te  of com pensa tion  of em ­
p lo y ees  w ill have  a d irec t bearing on  th e  c o s t of th e  p e n s io n  p lan  if  th e  
p lan  c o n s tru c ts  th e  b e n e fit formula in  re la tio n  to  w age r a t e s .  The
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earn ings of the  em ployees a t th e  in c e p tio n  of th e  p la n  and th e  p ro jec ted
earn in g s ra te  of th e  em ployees in  the  fu tu re  must b e  tak en  in to  accoun t
in  a cc u ra te ly  estim atin g  th e  to ta l  co st o f th e  plan,. As w as p o in ted  out
e a r lie r  in  th e  c h a p te r , a c o n s ta n t rev iew  of e s tim a te s  is  req u ired  in
order to  produce re s u lts  in  conform ity w ith  changes th a t have  ta k e n
p lace  or are  tak in g  p lace  a t th e  t im e .
There is  som e s ta t i s t ic a l  ev id en ce  to  show th a t  the  sa la ry  s c a le
for an  in d iv id u a l em ployee te n d s  to  r is e  through th e  y ea rs  to  a  peak
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around m iddle a g e .  A ssum ing the  av e rag e  age of a ll  em ployees is
much l e s s  th an  m iddle age a t th e  tim e of a  p en sio n  p lan  in s ta l la t io n ,
c o s ts  of th e  p lan  m ust be  v iew ed  in  te rm s of the h ig h e s t sa la ry  sc a le
y e a rs  of th e s e  em p lo y ees. "G en era lly , th e  fac to r of turnover te n d s  to
o ffse t th a t of a sa la ry  s c a le ,  and  i t  i s  o n ly  the  n e t e ffec t of th e s e  two
12fac to rs  w hich  w ill  produce any  m arked in c re a s e  or d e c rea se  in  c o s t ."
S o c ia l S e c u rity  C o n trib u tio n s—The co n trib u tio n s  made by  an em ­
p loyer on b e h a lf  of h is  em ployees under th e  F edera l In su rance  
C on tribu tion  Act requirem ent form a p a rt of th e  c o s t  of the  e n tire
* •'■According to  one s tu d y  "fam ily incom e te n d s  to  reach  a  peak 
a s  th e  h ead  of th e  fam ily re a c h e s  the  h ig h e s t  le v e l of earning pow er, 
inasm uch a s  he i s  th e  p rin c ip a l earner in  most fa m ilie s . In  ad d itio n , 
th e  s iz e  of th e  fam ily  and num ber of e a rn e rs  per fam ily  tend  to  reach  
a peak  a s  th e  h ead  of th e  fam ily  ap p ro ach es m iddle a g e . A lso , the  
proportion  of fam ily  heads in  th e  labor fo rce  d e c lin e s  after age  55 ."  
'Employment and Economic S ta tu s  of O lder M en and  W om en, " B u lle tin  
N o . 1213, p . 34 . D ecem ber, 1955, U n ited  S ta te s  D epartm ent o f Labor, 
Bureau of Labor S ta tis t ic s  .
12-wiiUam W . F e lle rs , Handbook fo r P ension  Planning (W ashington . 
D . C . :  The' Bureau of N ationa l A ffa irs , I n c . ,  1949), p . 160.
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re tirem en t program  of a  b u s in e s s .  The su b jec t of th e  in te g ra tio n  of th e  
S o c ia l S ecu rity  b e n e fits  w ith  a  p riv a te  p e n s io n  p lan  in  op era tio n  w ith in  
a  g iven  concern  w ill be  d is c u s s e d  la te r  in  th is  s tu d y . It su ff ic e s  to  say  
at th is  po in t th a t i f  th e  em ployees are  covered  under th e  p ro v is io n s  of 
th e  S o c ia l S ecu rity  le g is la t io n  and are  a lso  p rov ided  coverage  under a  
p riv a te  p en sio n  p la n , th e  em ployer m ust rec o g n ize  th e  c o s ts  and  o b lig a ­
tio n s  im posed  under bo th  p la n s  in  h is  accoun ting  reco rd s and on h is  
s ta te m e n ts .
COST ALLOCATION AND STATEMENT PRESENTATION
The to ta l  c o s t de te rm ina tion  of a  funded p en sio n  p lan  in v o lv es th e  
u se  of v a ria b le s  and th e  ap p lica tio n  of e stim atin g  p ro ce d u re s . The a c ­
counting  problem  is  only  p a rtia lly  so lv ed  w hen th e  e lem en ts Of c o s t  of 
th e  p lan  are com bined to  y ie ld  a c o s t f ig u re . Should  th is  c o s t figure  be 
repo rted  on th e  incom e sta tem en t of one or more f is c a l  p e rio d s?  Should 
th e  c o s t of p e n s io n s  be  lum ped to g e th e r  w ith  o ther sa la ry  c o s ts  and 
a s s o c ia te d  em ployee b e n e f its  ? Is  i t  d e s ira b le  to  re f le c t p e n s io n  in ­
form ation in  th e  f in an c ia l n o te s  accom panying th e  incom e sta tem en t 
and th e  b a la n ce  sh e e t ?  How a re  th e  l ia b i l i t ie s  co n n ec ted  w ith  th e  
p en sio n  p lan  to  be re p o rte d ?  W hat d is tin c tio n  shou ld  be m ade betw een  
p a s t se rv ice  c o s t and curren t se rv ice  c o s t  ? The a n sw e rs  to  th e s e  q u e s ­
t io n s  a re  co n ta in ed  in  th e  many f in an c ia l s ta te m e n ts  and repo rts  of th e  
com panies hav ing  p en sio n  p lan s  in  o p e ra tio n . The re s u l ts  of su rveys 
of th e  com pan ies a s  a  group and on an in d iv id u a l b a s is  w ill be ex h ib ited  
to  sh o w , in  p a rt a t l e a s t ,  th e  an sw ers to  th e  q u e s tio n s  posed  ab o v e .
1.13
The d is c u s s io n  th a t fo llow s w ill a ttem pt to  fo cu s a tte n tio n  on how 
th e s e  accoun ting  problem s are  be ing  hand led  in  th e  lig h t of recom m enda­
tio n s  m ade by th e  lead in g  p ro fe ss io n a l accoun ting  o rg a n iz a tio n s . A l­
te rn a tiv e  trea tm en t to  th a t recom m ended for th e  hand ling  of som e of th e  
more a cu te  problem s w ill be  su g g e s te d  and d is c u s s e d . A lo g ic a l s ta r t­
ing po in t for th is  d is c u s s io n  is  th e  much d is c u s s e d  elem ent of p a s t 
se rv ice  c o s t .
PAST SERVICE COST
A m erican In s ti tu te  of C e rtif ied  P ublic  A cco u n tan ts—The elem ent 
pf p a s t  se rv ice  c o s t is  p re se n t in  th o se  c a s e s  of p e n s io n  c o s t in  w hich  
th e  b u s in e s s  rec o g n ize s  th e  se rv ic e s  rendered  by  th e  em ployees prio r 
to  th e  adoption  of a p en sio n  p la n . In th e  R esta tem en t and  R ev ision  of 
A ccounting R esearch  B u lle tin s is s u e d  in  1953, th e  C om m ittee e x p re sse d  
th e  follow ing op in ion  about th e  accoun ting  trea tm en t of p a s t  se rv ice  
co s t:
4 . The co m m ittee , a cc o rd in g ly , is  of th e  op in ion  th a t:
(a) C o s ts  of a n n u itie s  b a se d  on p a s t se rv ic e  shou ld  
be a llo c a te d  to  cu rren t and fu ture  p e rio d s; how ever, if  
th ey  a re  not su ff ic ie n tly  m ate ria l in  am ount to  d is to r t th e  
r e s u l ts  o f o p e ra tio n s  in  a  s in g le  p e rio d , th ey  may be  
abso rbed  in  th e  cu rren t year;
(b) C o sts  of a n n u itie s  b a se d  on p a s t s e rv ic e  shou ld  
not b e  charged  to  s u rp lu s . ^
The recom m endations of th e  Com m ittee as s e t  forth  above are 
c le a r ly  e x p re s s e d . There i s  no qualify ing  p h rase  or sta tem en t in  th e
^ C o m m itte e  on A ccounting P rocedu re , Am erican In s ti tu te  of A c­
c o u n ta n ts , “R esta tem ent and R evision  of A ccounting R esearch  B u lle tin s , " 
Am erican In s ti tu te  of A ccoun tan ts , A ccounting R esearch  B u lle tin  N o. 43 
(1953), p .  118.
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pronouncem ent th a t w ould im ply th a t  under c e r ta in  co n d itio n s som e of the  
c o s t  incu rred  a s  a re su lt  of p a s t  se rv ic e  cou ld  be  charged  a g a in s t th e  
accum ula ted  earn ings of prio r f is c a l  periods., The m ajority  of th e  
Com m ittee had  ch anged  i t s  th ink ing  on th is  p o in t some th ree  y e a rs  
la te r  a s  i s  ev id en ced  by th e  is s u a n c e  of R esearch  B ulle tin  N o. 4 7 .
In  Sep tem ber, 1956, th e  C om m ittee i s s u e d  A ccounting R esearch  
B ulle tin  N o . 47 on th e  su b je c t of "A ccounting for C o s ts  of P ension  
P la n s ."  This B u lle tin  is  more e x h au stiv e  in  i t s  trea tm en t of p a s t s e r ­
v ic e  c o s t th a n  w as th e  correspond ing  part of B u lle tin  N o . 43 w h ich  w as 
quoted  ab o v e . For com parison  w ith  th e  co n ten t of paragraph  4 ,
B ulle tin  N o . 43 , th e  wording in  B u lle tin  N o. 47 is  p re se n te d  below :
3 . . . I t ,  th e re fo re , is  of th e  op in ion  th a t p a s t  
se rv ice  b en e fit c o s ts  shou ld  be ch arg ed  to  o p e ra ­
tio n s  during th e  cu rren t and  fu ture  pe riods b e n e fite d , 
and shou ld  not be  charged  to  earned  su rp lu s a t the  
in cep tio n  of th e  p la n . The C om m ittee b e lie v e s  th a t ,  
in  th e  c a s e  of an  e x is tin g  p lan  under w hich  in ad eq u a te  
charges or no ch a rg es  for p a s t s e rv ic e s  hav e  b een  
made th u s  far and th e  com pany h a s  dec id ed  to  co n ­
form i ts  accoun ting  to  th e  p referred  p rocedure  e x p re sse d  
in  th is  b u lle tin , i t  may b e  ap p ro p ria te  to  charge  to  
earned  su rp lu s  th e  am ount th a t shou ld  have b e en  a c ­
cum ulated  by ch a rg es  to  incom e s in c e  in cep tio n  of th e  
p la n .
The recom m endation of th e  Com m ittee co n ta in ed  in  th e  la s t  
se n te n c e  of th e  above quo ta tion  i s  th e  po in t of departu re  from th e  
recom m endation co n ta in ed  in  th e  q u o ta tio n  e x tra c ted  from B ulle tin  N o . 43 .
^ C o m m itte e  on A ccounting P rocedu re , Am erican In s ti tu te  of A c­
c o u n ta n ts  , "A ccounting for C o sts  o f P ension  P la n s ,"  Am erican In s ti tu te  
of A cco u n tan ts , A ccounting R esearch  B u lle tin  N o. 47 (Septem ber, 1956), 
p .  14.
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B ulle tin  N o, 47 w as adopted unanim ously  by a ll  tw e n ty -o n e  m em bers of 
th e  Com m ittee w ith  s ix  a s se n tin g  members qu a lify in g  th e ir  approval 
w ith  re sp e c t to  th e  part of th e  B u lle tin  th a t  ap p ea rs  to  sa n c tio n  th e  
charg ing  to  earn ed  surplus in  som e c irc u m sta n ce s  of p ension  c o s ts  
b a se d  on p a s t se rv ic e  -
S e cu ritie s  and  Exchange C om m ission—In c a s e s  w here p a s t  s e r ­
v ice  c o s t  e x is ts  i t  h as  b een  reco g n ized  a s  a problem  by tra in e d  a c ­
counting  p e rso n n e l engaged in  th e  p rep a ra tio n  and rev iew  of f in a n c ia l 
s ta te m e n ts . C e rta in  regu la to ry  and su p e rv iso ry  a g e n c ie s  have  co n ­
s id e red  th e  accoun ting  for th is  elem ent of c o s t of su ff ic ie n t s ig n if ic an c e  
to  ju s t ify  th e  is su a n c e  of a  recom m endation  for hand ling  it  or in  some 
c a s e s  th e  n e c e s s i ty  of is su in g  a  requirem ent p e rta in in g  to  th e  trea tm en t 
acco rded  i t  or d isc lo su re  m ade concern ing  it„  The S e c u ritie s  and  
Exchange C om m ission in  i ts  R egulation  S-X in  co n n ec tio n  w ith  G eneral 
N o tes to  B alance S h ee ts  s e ts  forth  th e  follow ing requ irem ent: " .  „ » (3) 
If a p lan  h as not b een  funded or o therw ise  provided fo r , the  e s tim a te d
am ount th a t w ould  be n e c e ssa ry  to  fund or o th erw ise  provide for the
15p a s t se rv ice  c o s t of the  p lan  sh a ll  be d i s c l o s e d . "
In  a  sp eech  g iven  som e tw e lv e  y e a rs  ago an  o ff ic ia l o f th e  
S e c u ritie s  and Exchange C om m ission  s ta te d  th e  p o s itio n  of th a t  
F edera l agency on  the  su b je c t of p a s t s e rv ic e  c o s t .  No ev id en ce  
h as  b e e n  found to  in d ica te  any m ajor change  in  th e  p o s itio n  of th is
IS ijn ited  S ta te s  S e c u ritie s  and Exchange C om m ission , R egu la­
tio n  S-X , A rticle  3 , Rule 3 -1 9 (e)(3).
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bo d y , th u s  an  excerp t from th e  sp e ec h  by  Mr* Earl C . King is  p re sen te d  
below :
. . . Paym ents b a se d  upon p a s t  se rv ice  of em ployees 
cu rren tly  on th e  pay ro ll a re  c la im ed  by som e to  be  
proper ch a rg es  to  earned  su rp lu s on the  grounds th a t 
th e  paym ent i s  for se rv ic e  ren d ered  in  p rio r y e a r s .  W e 
h av e  h e ld  in  such  c a s e s  th a t th e  paym ent i s  a c tu a lly  
m ade for a cu rren t b e n e fit in  th e  form of b e tte r  em ­
p lo y ee  r e la t io n s , reduced  labo r tu rnover and  sim ila r 
b e n e f its  cu rren tly  and in  th e  fu tu re  and h en ce  th e  
charge  shou ld  be  to  p ro fit and l o s s .  . . ^
In i t s  th ir te e n th  annual report is s u e d  in  1947 th e  S e c u ritie s  and 
Exchange C om m ission  c a l ls  a tten tio n  to  th e  c o n s id e rab le  d iv e rs ity  of 
op in ion  e x is tin g  at th a t  tim e a s  to  th e  p roper accoun ting  trea tm en t th a t 
shou ld  be  acco rd ed  paym ents for p a s t  s e rv ic e  c o s t . In i t s  report th e  
C om m ission le a v e s  no doubt about th e  han d lin g  of cu rren t se rv ic e  c o s t 
a s  being  properly  tre a te d  a s  a p ro fit and lo s s  c h a rg e . The report em ­
b o d ie s  th e  p o s itio n  of th e  C om m ission on th e  accoun ting  trea tm en t of 
p a s t  se rv ice  c o s t a s  e n u n c ia ted  in  th e  above q u o ta tio n  from th e  Com ­
m issio n  o f f ic ia l ,  how ever, th e  report ex p an d s on th e  su b je c t a s  fo llow s:
. . . H ow ever, w here th e  paym en ts w ere  su b s ta n tia l  
and  w ould  hav e  se rio u s ly  d is to r te d  curren t incom e 
figu res no o b jec tio n  h as  b een  ra is e d  to  d irec t charges 
to  earned  s u rp lu s , a lthough  ev en  in  th is  s i tu a tio n  th e  
p referred  m ethod w ould seem  to  be to  tre a t  th e s e  item s 
a s  ex trao rd inary  ch arg es  to  p ro fit and lo s s .* ^
1 fiArthur H . D ean , "A ccounting for th e  C o sts  of P e n s io n s—A 
Lien on P roduction: n , " H arvard B u sin ess  R eview , XXVIII (Sep tem ber, 
1950), 108.
^ " T h ir te e n th  Annual R epo rt,"  S e c u ritie s  and Exchange Com ­
m iss io n , 1947, p . 128 -129 .
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R esu lts  of Surveys C onducted  in  1949 and 1959—The p o s itio n s  
tak e n  on th e  su b je c t of p a s t s e rv ic e  c o s t trea tm en t by  th e  a u th o ritie s  
re fe rred  to  so  far in  th is  ch ap ter in d ic a te  th e  p refe rred  accoun ting  
trea tm en t of th is  item  is  to  re f le c t i t  a s  a charge  a g a in s t p ro fit and  
lo s s .  The ex ac t m anner of repo rting  th e  revenue ch arg e  w ill  b e  c o n ­
s id e red  in  som e d e ta il  la te r  in  th is  c h a p te r . The e s s e n c e  of th e  in ­
flu en ce  of th e  recom m endations m ade by  th e  v a rio u s  a u th o ritie s  on 
th e  p e rso n n e l re s p o n s ib le  for th e  p rep a ra tio n  of th e  f in a n c ia l state^- 
m ents may be  re v e a le d  by th e  exam ina tion  of th e  r e s u l ts  of a su rvey  
conducted  by th e  C o n tro lle rs  In s t i tu te  of A m erica, In c . in  1949 and 
th e  re s u l ts  of a su rvey  conducted  by th e  au thor of th is  s tu d y  in  1959.
In A pril, 1949, an  a r tic le  in  The C o n tro lle r p re se n te d  th e  re s u lts  
of five  q u e s tio n s  th a t w ere  sen t to  In s ti tu te  m em bers on th e  su b je c t of 
p e n s io n  a c c o u n tin g . The q u e s tio n s  and re s u l ts  of th is  su rvey  are  p re ­
se n ted  at th is  po in t in  th is  study  to  re fe r  s p e c if ic a lly  to  th e  m ethod of 
hand ling  p a s t  s e rv ic e  c o s t s .  The survey co v ers  o th er accoun ting  
a s p e c ts  of th e  p e n s io n  problem , and th e  po rtions of th is  su rv ey  p e r­
ta in in g  to  p o in ts  to  be  covered  la te r  in  th is  study  w ill  be  re fe rred  to  
a t th a t t im e .
The C o n tro lle rs  In s ti tu te  g ran ted  p e rm iss io n  to  th e  au tho r of th is  
s tu d y  to  u se  th e s e  five  q u e s tio n s  in  a q u e s tio n n a ire  in  order to  provide 
a p ra c tic a l com parison  of th e  r e s u l ts  o b ta in ed  in  1949 and th e  re s u lts  
ob ta ined  in  1959. The nam es of th e  firm s c o n ta c te d  in  th e  1949 survey  
w ere not d is c lo s e d , therefo re  an  ex ac t com parison  of th e  r e s u l ts  o b ta in ed
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under th e  two su rveys is  im p o ss ib le . The s iz e  and  ty p es  of th e  co rp o ra ­
tio n s  qu eried  are  such  th a t v a lid  com parisons can  be m ade of th e  re s u l ts  
o b ta in e d  on th e  id e n tic a l q u e s t io n s . The one hundred  co rpo ra tions 
ch o sen  to  be  sen t q u e s tio n n a ire s  in  1959 w ere  s e le c te d  a t random  from 
th e  "Fortune 500 L is t ."  Out of th e  one hundred  co rpo ra tions to  w hich  
q u e s tio n n a ire s  w ere  s e n t , n in e ty -o n e  re p lie s  w ere  r e c e iv e d . The 
prompt re sp o n se  of each  of th e s e  n in e ty -o n e  co rp o ra tio n s in  answ ering  
th e  q u e s tio n n a ire  and in  re tu rn ing  i t  for com p ila tion  in  th is  study  a t te s ts  
to  th e  in te re s t  show n in  th is  problem  w hich  i s  fac ed  to d ay  by th e  e x ­
e c u tiv e s  of th e s e  lead in g  in d u s tr ia l g i a n t s . The au tho r a p p re c ia te s  
th e  many he lp fu l com m ents m ade on th e  q u e s tio n n a ire s  th a t w ere r e ­
tu rn e d . It is  im p o ssib le  to  in c lu d e  a ll  o f th ^ s e  in d iv id u a l c a s e  
p e c u lia r i tie s  and tec h n iq u e s  in  th e  summary of re s u l ts  o b ta in ed , 
how ever, in  m any of th e  c a s e s  th e s e  com m ents e x p la in ed  w hy c e r ta in  
q u e s tio n s  cou ld  not be  an sw ered  or p o ss ib ly  w ere  not a p p lic a b le .
The fo llow ing ta b u la r  p re se n ta tio n  g iv es  th e  re s u l ts  o f th e  tw o
su rv e y s . The q u e s tio n s  a sk e d  in  th e  su rvey  and  th e  r e s u l ts  ob ta in ed
1 Rby th e  C o n tro lle rs  In s ti tu te  a re  id e n tif ie d  below  by  th e  y e a r  1949.
The re s u l ts  ob ta in ed  by th e  au thor of th is  study  a re  id e n tif ie d  below  
by th e  y e a r 1959. The q u e s tio n s  and re p lie s  a re  a s  fo llo w s:
I Q
H enry K eyserling , "Accounting Treatm ent for P e n s io n s ,"  The 
C o n tro lle r , XVII (April, 1949), 182.
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Q uestions R eplies
1949 1959
1. Are p a s t se rv ice  con tribu tions tre a te d  a s :
a.. A charge  to  su rp lus 8% 0%
b . -A charge to  cu rren t expense  92% 100%
2 . Under incom e ta x  reg u la tio n s  o n e -te n th  of 
th e  to ta l  p a s t se rv ice  l ia b ili ty  may be 
charged off each  y e a r , th u s producing a
su b s ta n tia l sav in g s in  incom e ta x e s  . How
is  th is  incom e ta x  saving  tre a te d ?
a .  As a c red it to  th e  incom e ta x  p rov ision
a g a in s t regu lar current earn ings 91% 100%
b . As a c red it to  su rp lus 9% 0%
3 . How are current se rv ice  con tribu tions 
trea te d :
a .  As a  sin g le  item  charged  to  some
g en era l accoun t 36% 31-9%
b . C harged to  th e  ind iv idua l departm ents 
w here th e  members of th e  p ension  p lan  
are em ployed (sim ilar to  F .O .A .B  . and
C om pensation  Insurance) 60% 63.9%
c . O ther trea tm en t (specify) 4% 4.2%
1949
1. C harged to  lo ca tio n s  but not 
d ep a rtm en ta l.
1959
C harged to  G eneral and A dm inistra­
tiv e  E xpense a s  a sing le  item  but a ll  
G eneral and A dm inistrative ex p en ses  
are  d is trib u ted  to  operating  depart­
m ents on an  overa ll b a s i s .
2 . C harged to  major s u b d iv is io n s . In
some in s ta n c e s  it i s  th en  red is tr ib u te d  
to  D epartm ents and in  o thers i t  is  le ft 
a s  a g en era l c h a rg e .
120
1949
3 . T hese are p repa id  for a year.. C harged 
to  a p repa id  acco u n t and th e n  charged 
m onthly to  in d iv id u a l departm ents 
u sin g  an e s tim a te d  p e rcen tag e  of labor 
d o l la r s .
4 . If p a s t se rv ic e  co n trib u tio n s are  ch a rg ed  a s  a 
cu rren t e x p e n se , i s  th is  ex p en se  tre a te d :
a .  S im ilar to  cu rren t se rv ic e  co n trib u tio n s
a s  per q u e s tio n  3 above 79%
b . O therw ise  (specify) 21%
1949
1. C harged  to  m isce lla n eo u s  incom e 
and e x p e n se .
2 . In in te rn a l acco u n tin g  ch arg ed  to
g en era l m anagem ent. In p u b lish ed  
re p o r ts—charged  to  "o ther c h a rg e s ."
3 . C harged  to  g e n e ra l a d m in is tra tiv e
e x p e n s e s .
1959
1. As o ther ch a rg es  .
2 . As a s in g le  item  charged  to  som e 
g en era l accoun t „
3 . C harged to  G en era l C orporate  
accoun t „
4 . S epara te  acco u n t ta k e s  100% of 
"P ast S erv ice" c o s t .
5 . S p e c ia l charge  on  G enera l Books 
in  a Profit and L oss A ccount.
6 . C onsidered  a s  a co rpo ra tion  charge  
and c la s s if ie d  in  th e  "O ther Incom e 
and D eduction" se c tio n  of th e  Profit 
and L oss S ta tem en t.
1959
89%
11%
1949
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1959
7 . C harged  in  one accoun t a s  
•‘F in an c ia l E x p e n se ."
5 . If a  T rustee  P lan  is  in  o p e ra tio n , how are 
paym ents m ade to  th e  t ru s te e  for:
a .  Future se rv ic e  con trib u tio n s
The re s u l ts  o b ta in ed  in  th e s e  su rveys a s  show n by th e  an sw ers  to  
q u e s tio n s  1, 2 and 4 po in t up th e  fa c t th a t th e  predom inant num ber of 
th o se  in s t i tu t io n s  q u e ried  w ere fo llow ing  th e  reco g n itio n  of p a s t  s e r ­
v ice  c o s t for p en sio n s  a s  a rev en u e  c h a rg e . The a lte rn a tiv e s  p o s s ib le  
in  reporting  th is  revenue  charge on th e  incom e s ta te m e n t w ill  be  
covered  la te r  in  th is  c h a p te r .
Out of th e  n in e ty -o n e  re p lie s  rec e iv e d  in  th is  cu rren t su rvey  five 
co rpo ra tions did not com plete  any  q u e s tio n s  on th e  q u e s tio n n a ire .
T hese f iv e  co rp o ra tio n s in d ic a te d  th a t th e y  e ith e r  d id  not have  a p e n ­
sion  p lan  in  opera tion  or the  p la n  w as of th e  p a y -a s -y o u -g o  ty p e .
A few  of th e  co rpo ra tions in d ic a te d  th a t th e  p a s t  se rv ice  o b lig a ­
tio n  had  b e e n  fu lly  funded , th e re fo re  an sw ers  w ere  no t g iven  to  th o se  
q u e s tio n s  p e rta in in g  to  th is  p a rtic u la r  ite m . In part b  of q u e s tio n  
th ree  som e of th e  co rpo ra tions in d ic a te d  a  change in  th e  word
(1) A nnually
(2) M onthly
(3) O ther
50% 30.8%
5 0% 52.3%
16.9%
b . P ast s e rv ic e  con trib u tio n s
(1) A nnually
(2) M onthly
(3) M ade over re a so n a b le  period  of y ea rs
50% 41.4%
33% 43.1%
17% 15.5%
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"departm ent" to  " d iv is io n . " In  com puting th e  re s u lts  o f th is  su rvey  in  
q u e s tio n  th re e , th o se  co rpo ra tions using  th e  term  "d iv is io n "  h a v e  been  
in c lu d ed  w ith  th o se  u sin g  th e  term  " d e p a r tm e n t." T hose  co rpora tions 
w ith an  in su red  p lan  d id  not subm it an sw ers to  q u e s tio n  f iv e .
The re s u lts  o b ta in ed  to  q u e s tio n  th ree  show m arked s im ila rity  to  
the re s u l ts  ob ta ined  in  th e  e a rlie r  su rv ey . This p a rtic u la r  q u e s tio n  in ­
v o lv es  prim arily  in te rn a l p rocedu res determ ined  in  m any c a s e s  by th e  
type of b u s in e s s  re p o rtin g . W ith in  a p a rtic u la r  ty p e  in d u stry  uniform ity 
of reporting  of th is  p a rtic u la r  item  is  d e s ira b le  for com parative  a n a ly s is  
p u rp o se s . U n less  d isc lo su re  i s  m ade of a c h an g e , uniform ity  from 
period to  period  w ith in  th e  sam e com pany i s  e x p e c te d .
M ore v a ria tio n  i s  no ted  in  th e  r e s u l ts  of q u e s tio n  five o f th e  
current su rvey  as com pared to  th e  sam e q u e s tio n  of th e  e a r lie r  survey 
th an  w a s  ev iden t in  th e  o ther four q u e s tio n s  . The d e c is io n s  m ade by 
th e  m anagem ent of a  p a rtic u la r  b u s in e ss  a s  p e rta in s  to  th e  paym ents 
made to  th e  tru s te e  a re  in te rn a l p o licy  p ro b le m s. If ex ac tly  th e  sam e 
co rpo ra tions w ere com pared and th e re  w as a s ig n if ic a n t sh ift from an 
annual paym ent to  th e  m onthly paym ent, a g e n e ra liz a tio n  might be 
drawn th a t  th e  com pan ies w ere  in te re s te d  in  sm oothing out th e  d i s ­
bursem ent over a longer p e rio d . I t  a ls o  m ight in d ic a te  th a t th e  w ork­
ing c a p ita l  p o s itio n  had  changed  to  a poin t th a t  i t  in flu en ced  th e  d e ­
c is io n  to  ch an g e . This p a rtic u la r  item  d o e s  not p re sen t a s ig n ific an t 
accoun ting  reporting  problem .
Summary—As in d ic a te d  in  th e  d is c u s s io n  a b o v e , the  re s u l ts
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ob tained  under th e  tw o surveys a re  very s im ila r . The re s u lts  ob tained  
to  th o se  q u e s tio n s  th a t.in v o lv ed  e ith e r co n tro v e rs ia l or d eb a tab le  a c ­
counting trea tm en t a lte rn a tiv e s  c le a rly  in d ic a te  th a t th e  maj o rity  of th e  
corporations surveyed a re  fo llow ing th e  recom m endations of th e  lead ing  
o rgan iza tions and au th o ritie s  in  th e  fie ld  of acco u n tin g .
P ast S erv ice  C o st P re se n ta tio n —As an  in d ica tio n  of th e  prom inent
p o sitio n  th a t th e  p a s t se rv ice  c o s t for p en sio n s  can  ho ld  in  the  fin an c ia l
s ta tem en ts  of a  b u s in e ss  a s  a re s u lt  of th e  d e c is io n  to  re f le c t th is  co st
a s a revenue ch arg e , a portion  of th e  U nited  S ta te s  S tee l C orpo ra tion 's
C onso lida ted  S tatem ent of Incom e for .1956 is  rev iew ed . The revenue
for 1956 from th e  s a le  of p roducts and se rv ic e s  am ounted to  s lig h tly
over four and o n e -q u a rte r b illio n  d o l la r s . The w ages and sa la r ie s  for
th e  sam e y ear am ounted to  s lig h tly  le s s  th a n  one and o n e -h a lf  b illio n
d o lla rs . The p en sio n  and o ther em ployee b e n e fits  for 1956 am ounted to
s lig h tly  more th an  o n e -q u a rte r  b illio n  d o l la r s . The breakdow n of the
p ension  c o s t and ad d itio n a l em ployee b e n e fits  for 1956 i s  a s  fo llow s:
N on-C ontributory  part of p ension  p lan :
Funding of cu rren t se rv ice  c o s t (including
in te re s t on p a s t se rv ice  c o s t)  . . . . . .  $ 7 9 ,8 0 0 ,3 8 9
Funding of portion  of p a s t se rv ice  cost. . 3 8 ,0 0 0 ,0 0 0
C ontributory  part of p en sio n  p la n —current
se rv ice  c o s t . . . . o . e . 0 . . . . . . . . . . . . . . . .
Total for p en sio n s  125 ,206 ,683
S ocial S ecurity  ta x e s  . . . . . . . . . . . . . . . . . . . . .  39 , 747, 127
Insu rance  c o s ts   ..................   25 , 117,691
Paym ent to  industry  w elfa re  and re tirem ent
funds and o ther em ployee b en efit c o s ts  . 35 ,2 8 1 ,4 8 0
Total c o s t of em ployee b e n e fits  $225 ,352 ,981
19
l^The inform ation is  provided by th e  P re s id e n t's  le t te r  accom pany­
ing th e  fin an c ia l s ta te m e n ts . The le t te r  in d ic a te s  th a t th e re  is  no un ­
funded p a s t se rv ice  c o s t in  connec tion  w ith  con tribu tory  p e n s io n s , s ince  
no se rv ice  prior to  th e  date  of em ployee p a rtic ip a tio n  is  invo lved  in  d e te r­
mining b e n e f i ts .
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Approxim ately 17 per cen t of th e  to ta l  c o s t of em ployee b en efits  
is  rep resen ted  by th e  one item  of th e  funding of portion  of p a s t  se rv ice  
c o s t .  This pe rcen tage  w ould be h ig h er, p o ss ib ly  m ateria lly  so , if  th e  
inform ation w as a v a ila b le  to  in d ic a te  how much in te re s t  on p a s t s e r ­
v ice  c o s t i s  inc luded  in  th e  $ 7 9 ,8 0 0 ,3 8 9  reported  as funding of current 
se rv ice  c o s t .  Out of an e stim ated  to ta l c o s t of $496 m illion  for p a s t 
se rv ice  o b liga tion  th a t e x is te d  on M arch 1, 195 0 , the  e ffec tiv e  date  
of th e  p resen t p la n , $237 m illion i s  unfunded a t D ecem ber 31 , 1956. 
W ith  an assum ed  in te re s t  ra te  of 3 per c e n t, an  add itiona l $7 m illion 
w ould be added to  th e  $38 m illion reported  for p a s t  se rv ice  co s t fund ing . 
This w ould in d ic a te  th a t o n e -fif th  of th e  to ta l c o s t reported  for em­
ployee  b e n efits  for 1956 i s  a  d irec t re su lt of p a s t se rv ice  c o s t .
If th e  ch o ice  is  made to  re f le c t th e  co st of funding p a s t  s e r ­
v ic e s  of em ployees in  th e  opera ting  ex p en se  se c tio n  of th e  incom e 
sta te m e n t, th e  re su ltin g  per cen t of ra te  earned  on ow ners ' equ ity  w ill 
be sm aller th an  i t  would have been  i f  re ta in e d  earn ings h ad  been  
charged  for th e  p a s t se rv ice  c o s t .  A v a ria tio n  in  a m easurem ent 
d ev ice  in  sta tem en t a n a ly s is  is  not n e c e ssa r ily  a reaso n  to  se le c t 
one m ethod over th e  o th er, but i t  in d ic a te s  th a t com parab ility  of 
s ta tem en ts  d ic ta te s  uniform ity in  reporting  from period to  period  r e ­
g a rd le s s  of th e  m ethod s e le c te d .
The s ig n ifican ce  of th e  s iz e  of th e  ab so lu te  amount or of the  
re la tiv e  of th is  item  of p a s t se rv ice  c o s t in  th e  U nited S ta te s  S teel 
report is  ju s tif ic a tio n  for th e  tim e and thought devoted to  th is  elem ent
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of c o s t by th e  groups re sp o n s ib le  for th e  e s ta b lis h in g  of th e  a c c e p te d  
p rin c ip le s  and p ra c tic e s  in  acco u n tin g .
In th e  e leven th  ed itio n  of A ccounting Trends and T echn iques in  
P u b lish ed  C orporate  A nnual Reports th e  R esearch  D epartm ent of th e  
Am erican In s titu te  of C e rtif ie d  P ub lic  A ccountan ts p re s e n ts  th e  a c ­
counting  a sp e c ts  of th e  annual re p o rts  of 600 in d u s tr ia l  and com m ercial 
co rp o ra tio n s . W ith in  se c tio n  th re e  of th is  report P en sio n  and Retirei- 
ment P lan s are  co v ered . A Table from th is  repo rt w ill  b e  in c lu d ed  im ­
m ed ia te ly  fo llow ing th e  summary of p a s t  se rv ic e  c o s t in  th is  c h a p te r . 
The ta b le  sum m arizes th e  m ethods of funding u se d  by th e  376 com panies 
reporting  413 p lans in  th e ir  1956 re p o r ts . The in form ation  co n ta in ed  in 
th is  report w ill  be re fe rred  to  a t d iffe ren t tim es in  th is  c h ap te r b e c a u se  
of i ts  sco p e  and c o n te n t. In a d d itio n  to  in d ic a tin g  th e  m ethods of 
funding u se d  in  the  p la n s  th e  ta b le  s e ts  forth  how th e  com pan ies 
re f le c te d  th e  current s e rv ic e , p a s t  s e rv ic e , or p e n s io n  c o s ts  in  
th e ir  1956 s ta te m e n ts .
Summary of A lte rna tives for P a s t S erv ice  C o st P re s e n ta tio n —As 
w as in d ic a te d  in  th e  c h a p te r , th e  item  of p a s t  se rv ice  c o s t for pen-^ 
s io n s  may be  charged  to  o p e ra tio n s  or to  re ta in e d  e a rn in g s . The e v i­
dence  p re se n te d  show s c o n c lu s iv e ly  th a t  th e  acco u n tin g  p ro fe ss io n  
favors charg ing  th is  item  a s  a rev en u e  e x p e n d itu re . In  R esearch  
B ulle tin  N o. 47 the  Com m ittee on A ccounting P rocedure  of th e  A m erican 
In s titu te  o f C ertified  P ub lic  A ccountan ts m odified s lig h tly  i ts  e a r lie r  
s tan d  on th e  charging of p a s t s e rv ic e  c o s t s .  As no ted  p rev io u s ly ,
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s ix  members of the  Com m ittee did not favor th is  m odification  in  p o s i­
tio n  th a t h ad  been  ta k e n  rig id ly  in  B ulle tin  N o. 36 . The co n ten t of 
B ulletin  N o . 36 w as la te r  re s ta te d  in  e s s e n c e  in  B ulletin  N o. 43 .
A lead in g  p rac titio n er h a s  posed  th e  q u es tio n  of trea tm en t of 
th is  problem  in  the  follow ing m anner:
. . . W ould not th e  id e a l m ethod of absorb ing  th e s e  
c o s ts  be to  am ortize them  over th e  a c tu a r ia lly  com ­
pu ted  p roductive  life  of th e  w orker, ju s t  a s  th e  p e n ­
s io n  c o s ts  for h is fu tu re  se rv ic e  b en efit are  tre a te d ?
The only d is tin c tio n  betw een  th e  tw o c o s ts  would be  
a higher ra te  for p a s t  se rv ice  th an  for fu ture  se rv ice  
c o s ts  re su ltin g , in  th e  m ain, from th e  d isp a rity  in
e la p se d  and  future tim e in  th e  c a se  of o ld er em - 
90p lo y e e s .
20Roy A ndrea, "Accounting for P ensions in  th e  B alance-S heet 
and P ro fit-an d -L o ss S ta tem en t,"  The Journal of A ccoun tancy , 90 
(November, 1950), 414 .
TABLE IV
PENSION AND RETIREMENT PLANS
Charge to  Income Set Forth For*:
C urrent and P ast Pension
Serv ice  C o sts : C urrent C o sts  w ith C harges Total
Shown Shown** Service Pension  O ther Not Set 1956 
Com bined S epara te ly  C o sts  C o sts  E xpenses Forth P lans
Funded or P artia lly  Funded P lans:
Current funding of current serv ice  
c o s ts  w ith insta llm en t funding 
of p a s t se rv ice  co s ts  . . . . . . . . . . . . .  49
Current funding of current se rv ice  
c o s ts  w ith funding com pleted 
for p a s t se rv ice  c o s ts  . . . . . . . . . . .  2
Current funding of current se rv ice  
c o s ts  w ith p ast se rv ice  c o s ts  
not to  be funded . . . . . . . . . . . . . . . .
B asis of funding not d isc lo sed  . . . . .  _8
Total 59
50 5 24 4 9 141
3 7 4 -  4 20
1 1 1 1 1 5
8 J L  51 _2 23 100
62 21 80 7 37 266
TABLE IV (Continued)
Current and P ast 
Serv ice C o sts : Current
Pension  
C o sts  w ith  C harges
Shown Shown** S erv ice  Pension  Other Not Set
Total
1956
Combined Separa te ly C o sts C o sts E xpenses Forth Plan:
Unfunded p lans w ith re la te d  c o s ts  to  be 
absorbed at tim e of retirem ents or as
benefits  are p a id ................ . . . . . ........ . 6 4 5 8 2 11 36
U nidentified  p lans w ith no reference  made 
to  funding or nonfunding of re la ted
c o s ts  »....................................... . ............. .. _3 _1 _2 44 IZ. i i 111
Total
*Charge to  Income Set Forth In:
68 .67 28. 132 26 92. 413
Statem ent of incom e......................... .. 14 8 11 55 13 - 101
N otes to  financ ia l s ta te m e n ts .. . . . 50 52 16 45 3 - 166
U ncertified  supplem entary schedule - 1 - 3 5 - 9
L etter to  stockholders ..................... 4 6 1 29 5 - 45
C harges Not Set Forth For:
Funded Pension or Retirement P lans 
Unfunded Pension or Retirem ent P lans
37
11
37
11
U nidentified  Pension or Retirem ent Plans 44 44
68 67 28. 132 26 92 413
**Includes th o se  in  w hich th e  p a s t se rv ice  
c o s ts  are shown somewhere in  th e  report 
even though th e  combined co st may have 
appeared  in  th e  Income S ta tem en t.
Source: Accounting Trends and T echn iques, E leventh E dition , 1957, American In s titu te  of C ertified  Public 
A ccoun tan ts , Table 5 , Section  3 , p « 141.
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PENSION PLAN COST REPORTING
It might ap p ea r a t f i r s t  g lan c e  th a t th e  p o sin g  of th e  q u e s tio n  of 
p en sio n  p lan  c o s t  reporting  shou ld  not o ffer any  maj or problem  to  an 
acco u n tan t in  rendering  an  a n sw e r . The fa c t is  th a t i t  i s  o ften  im ­
p o ss ib le  to  look a t th e  fin an c ia l s ta te m e n ts  of a  b u s in e s s  and a s c e r ­
ta in  under w hich  ca tego ry  or c ap tio n  th is  item  of c o s t i s  rep o rted .
In a su rvey  of 600 com panies i t  w a s  found th a t l e s s  th a n  65 per cen t 
o f them  m entioned p en sio n  p lan s  in  th e ir  rep o rts  , and  only  76 per cen t 
of th o se  m entioning p e n s io n  p la n s  in  th e ir  rep o rts  d isc lo s e d  th e  r e ­
la te d  c o s ts
Some com panies report th e  p e n s io n  in form ation  in  n o te s  to  th e  
fin an c ia l s ta te m e n ts . T his i s  p a rtic u la rly  tru e  in  th e  y ear in  w hich  
th e  p en sio n  p lan  is  in s ta l le d  and in  any su b seq u e n t y ear in  w hich  a 
m ajor change  i s  m ade in  th e  p la n . O ther com pan ies d is c lo s e  th e  
p en sio n  c o s t d ire c tly  on th e  incom e s ta te m e n t, and  in  som e in s ta n c e s  
supplem entary  sc h ed u le s  or le t te r s  to  s to ck h o ld e rs  forming a part of 
th e  f in an c ia l repo rting  c o n ta in  th e  exp lanato ry  p e n s io n  figu res and 
re m a rk s . Although e ach  of th e  above d e sc rib e d  m ethods of reporting  
th e  p en sio n  in form ation  may re so lv e  th e  problem  a s  fa r a s  th e  in d iv i­
dual concern  i s  in v o lv ed , th e  h e te ro g en eo u s m ethods u sed  add to  th e  
problem  of a n o n -acco u n tan t in  h is  a ttem pt to  u n ders tand  th e  con ten t 
of th e  fin an c ia l s ta te m e n ts . V alid com parisons in  s ta tem en t a n a ly s is
21A ccounting Trends and T e c h n iq u e s , o p . c i t . . p . 140.
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are  e ith e r  much more d ifficu lt or are im p o ssib le  depending  upon th e  
ex ten t to  w hich th is  p en sio n  c o s t h a s  been  com bined or buried in. th e  
fin an c ia l in fo rm ation . As p e n s io n  p lans grow in  s iz e  and num ber, th e  
d e s ira b ili ty  of uniform ity in  repo rting  p ro ced u res  w ill becom e ev en  
more e v id e n t. In  th is  s p e c ia liz e d  accoun ting  problem  th e  fundam ental 
concep t of th e  m atching p ro c e ss  can  be c a rried  out very  e ffe c tiv e ly  i f  
th e  a c c ru a l p rin c ip le  is  adop ted  and ap p lied  c o n s is te n t ly .
If p a s t  se rv ice  c o s t i s  charged  as a  revenue  ex p en d itu re , th e  
se c tio n  o f th e  incom e s ta tem en t in  w hich i t  i s  in c lu d ed  may vary  
from one b u s in e s s  to  an o th e r. Some a c c o u n ta n ts  ta k e  th e  v iew poin t 
th a t th is  c o s t i s  incu rred  in  much th e  sam e m anner a s  o ther opera ting  
e x p e n se s  of th e  b u s in e s s ,  and  th u s  i t  i s  p roper to  report th e  item  a s  
an  ad m in is tra tiv e  c o s t . O ther p rocedures inv o lv e  th e  a llo c a tio n  of 
th is  item  to  departm en ts of th e  b u s in e ss  on som e a c c e p ta b le  c o s t 
a llo c a tio n  p rin c ip le . This a llo c a tio n  p ro c e ss  can  be  accom plished  
in  much th e  sam e m anner a s  c e r ta in  overhead  c o s ts  a re  app lied  to  
departm en ts in  a m anufacturing  o p e ra tio n . The d is tr ib u tio n  of th e  
c o s t w ith in  a g iven  b u s in e s s  a s  a  m anufactu ring , s e l l in g , or a d ­
m in is tra tiv e  c o s t e lem ent or a s  a com bination  of th e  th ree  is  an 
in te rn a l accoun ting  prob lem . The d isc lo su re  of th e  procedure  a p p lied  
i s  of prim ary im portance if  fu ll d isc lo su re  and  c la r ity  o f s ta te m e n ts  
are to  b e  a ch iev e d .
An a lte rn a tiv e  to  reporting  th e  p a s t se rv ic e  c o s t  in  th e  m anu­
fac tu ring  c o s t or in  th e  opera ting  expense  se c tio n  of th e  incom e
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sta tem en t is  to  tre a t th e  expenditure a s  a fin an c ia l c o s t item and report 
it  in  th e  o ther expense  se c tio n  of the  incom e s ta te m e n t. This pa rticu la r 
handling  of th e  p a s t se rv ice  c o s t w ould be  ad v isab le  if  d is to rtio n  of an 
opera ting  ex p en se  se c tio n  w ould re su lt from the  in c lu s io n  of th e  item 
in  th a t p a rticu la r se c tio n . C o n sis ten cy  in  reporting should b e  followed 
during th e  te n , tw e lv e , tw en ty , or w hatever number of years h a s  been 
se le c te d  for th e  a llo ca tio n  of th is  p a s t se rv ice  c o s t .
In referring  to  the  survey  conducted  in  1949 by  the C on tro llers 
In s titu te  and to  the  survey conducted  in  1959 by th e  author o f th is  
study  i t  is  se e n  th a t over 50 per cent o f th e  firms e le c te d  to  charge 
current se rv ice  con tribu tions to  the  ind iv idua l departm ents o f th e  
b u s in e ss  for incom e sta tem en t reporting p u rp o se s . S lightly  more than 
o n e -th ird  of th e  b u s in e s se s  c an v a sse d  e le c te d  to  charge  th is  current 
se rv ice  c o s t a s  a s ing le  item  of a g en era l c la s s if ic a tio n . T here is  
uniform ity in  th is  reporting in  regard to  th e  opera ting  expense  section  
of th e  incom e s ta te m e n t. In th o se  co n cern s th a t a re  of the m anu­
facturing  type  a part of th e  current se rv ic e  cost for p ensions w ill be 
re fle c ted  in d ire c tly  a s  a  pa rt of the  c o s t  o f sa le s  f ig u re . In  pub lished  
fin an c ia l s ta tem en ts  th e  c la s s if ic a tio n  of the curren t se rv ice  co s t has 
not o ccasio n ed  as much v a ria tio n  a s  th e  problem of w hat d o lla r  amount 
should  be in c lu d ed  in  th e  p a rticu la r f is c a l  period in  view of th e  fund­
ing method em ployed.
Paragraph 5 of Accounting R esearch  B ulletin  N o . 47 h a s  th is  to  
say  about th e  problem  of p en sio n  c o s t a llo ca tio n : “In the v iew  of
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m any, the  a c c ru a l of c o s ts  under a p en sio n  p la n  shou ld  no t n e c e ssa r ily  
be dependen t on  the  funding arrangem ents prov ided  for in  th e  plan or 
governed  by a s tr ic t  le g a l in te rp re ta tio n  of th e  o b lig a tio n s  under th e  
p l a n . " ^  This s ta tem en t em p h asize s  th e  d e s ira b ili ty  of accru ing  
p e n s io n  c o s ts  in  re la tio n  to  th e  a c tiv e  se rv ice  of the  co v ered  em­
p lo y e e s . The reporting  of th e  l ia b i li ty  item  or item s c re a te d  as a  
r e s u l t  of fo llow ing th e  p ra c tic e  of sy s te m atic  a c c ru a l w ill b e  covered 
la te r  in  th is  c h a p te r .
In th e  su rvey  of 260 P en sio n  P lans by M r. W arde B . Ogden it  i s  
n o ted  th a t of th e  172 p la n s  offering e ith e r  a d eq u a te  or in ad eq u ate  e x ­
p la n a tio n s  of th e  m ethods u sed  to  determ ine p e n s io n  c o s ts  le s s  than  
25 p e r cen t u se d  w hat might be  b road ly  re fe rred  to  a s  an "accrua l 
b a s i s . "  The v a ria tio n  th a t occu rred  in  th e s e  41 p lan s of th e  "accrua l 
t ta s i s "  type  i s  re f le c ted  in  th e  follow ing ta b u la tio n :
TABLE V
METHOD USED TO DETERMINE COSTS FOR YEAR
C urren t s e rv ic e ,  p lus th e  fo llow ing portion  of p a s t  se rv ic e  c o s ts : 
In te re s t on unfunded c o s ts  1
A m ortization over:
3 
1
1 
6
O O
■ ^Accounting R esearch  B ulle tin  N o . 47 , _op„ c i t . , p . 15 .
10 y e a rs  
24 y ea rs
Entire a d d itio n a l am ount re su ltin g  from m od ifica tion  
of p lan
U nexp lained
TABLE V (Continued)
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Total e stim ated  co st of p en sio n s  g ran ted  during the  y ear 6
T otal e s tim ated  co st of p en sio n s  payable  to  a ll  em ployees 
becom ing e lig ib le  to  re tire  during the  y ear (whether 
a c tu a lly  re tired  or not) 4
O ne-fifth  of to ta l  e stim ated  c o s t of p ensions expec ted  to  
be g ran ted  during f iv e -y e a r  union con trac t period 2
O ne-fifth  of to ta l e s tim ated  p en sio n  paym ents w ith in  
f iv e -y e a r  union co n trac t period 1
U nexplained 61*
41
♦Apparently a  tran sp o s itio n  e rro r.
Source: W arde B. O gden, "Survey of 260 P ension  P lans R eveals 
W ide Variety of Accounting for C o s ts , P lus Some H a z a rd s ,"  The 
Tournal of A ccoun tancy , 93 (January, 1952), p . 45 ,
M r. Ogden po in ts  out th a t in  11 of th e  41 c a s e s  th e  acc ru a ls  w ere 
reduced  by e s tim ated  future ta x  s a v in g s . It w as a lso  d isc lo se d  in  th e  
report of th is  survey th a t a much h igher per cen t of th e  p lan s in d i­
c a te d  th e  financing  arrangem ents th a t w ere follow ed th an  in d ica ted  
th e  method u se d  to  determ ine c o s t s .  S ligh tly  more th an  eigh ty  per 
c en t of th e  260 p lan s gave a d esc rip tio n  of th e  fin an c in g , how ever 
alm ost 25 per cen t of th o se  th a t describ ed  th e  financing  d id  not e x ­
p la in  th e  accoun ting  m ethod. T hese figures and p e rc en ta g es  sub ­
s ta n tia te  th e  p o sitio n  tak e n  by many acco u n tan ts  th a t adequate  
d isc lo su re  of p ension  c o s ts  is  not being made in  many c a s e s . The 
p rac titio n e r is  faced  w ith th e  problem  of w hether he  should  "certify" 
a sta tem en t th a t fa i ls  to  d is c lo s e  m ethods u sed  in  arriv ing a t p ension  
c o s ts  „
DISCLOSURE OF PENSION LIABILITY
The accoun ting  p ro fe ss io n  rec o g n ize s  th e  re sp o n s ib le  p o sitio n  
th a t I t  ho ld s in  p resen tin g  to  a l l  in te re s te d  p a rtie s  th e  f in a n c ia l s ta te ­
m ents of a b u s in e s s . T hese  s ta te m e n ts  m ust re f le c t a s  a c c u ra te ly  as 
p o s s ib le  th e  re su lt of th e  b u s in e s s  a c tiv ity  for a g iven  period  and th e  
f in a n c ia l con d itio n  a s  i t  e x is ts  a s  of a sp e c if ic  d a te .  In  an attem pt 
to  m ain tain  and  im prove th e  h igh  q u a lity  o f p ro fe ss io n a l accoun ting  
repo rting  th e  Com m ittee on A uditing Procedure of th e  A m erican In s ti tu te  
o f C e rtif ie d  Public  A ccountan ts h a s  s e t  down c e r ta in  S tandards of Re­
p o rtin g . Three of th e s e  s ta n d a rd s  are  l i s te d  below :
1. The repo rt sh a ll s ta te  w he ther th e  f in an c ia l 
s ta te m e n ts  are  p re se n te d  in  acco rd an ce  w ith  g e n e ra lly  
a c c e p te d  p r in c ip le s  of a cc o u n tin g .
2 . The repo rt sh a ll  s ta te  w he ther su c h  p rin c ip le s  
have  b een  c o n s is te n tly  ob se rv ed  in  th e  cu rren t period  
in  re la tio n  to  th e  p reced ing  p e rio d .
3 . Inform ative d isc lo s u re s  in  th e  f in a n c ia l s t a te ­
m ents a re  to  b e  reg a rd ed  as rea so n a b ly  ad eq u a te  u n le s s  
o th e rw ise  s ta te d  in  th e  r e p o r t .^3
T hese s ta n d a rd s  im pose on th e  re sp o n s ib le  accoun ting  p erso n n el 
th e  o b lig a tio n  of provid ing  th e  f in a n c ia l in form ation  in  acco rdance  w ith  
th e  com prehensive  requ irem en ts a s  se t fo rth . The reco g n itio n  of a ll 
l ia b i l i t ie s  e x is tin g  a t th e  tim e of s ta tem en t p rep ara tio n  is  only  one 
exam ple of th e  many p o in ts  im p lic itly  covered  in  th e  c o n c ise  s ta tem en t
23 C om m ittee on A uditing P rocedure , “G enera lly  A ccepted  
Auditing S tandards T heir S ig n ifican ce  and S c o p e ,11 Am erican In s titu te  
of A c co u n ta n ts , (1954), p . 14.
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of s ta n d ard s  ,
The ex ac t m ethod of reporting  a  l ia b i l i ty ,  such  a s  may e x is t in  
co n n ec tio n  w ith  a p en s io n  p lan , may tak e  one of se v e ra l form s. If th e  
m ethod s e le c te d  for repo rting  th e  l ia b i li ty  fo llow s th e  g e n e ra lly  a c ­
cep ted  accoun ting  p ra c t ic e s ,  th e  ca rd in a l point: of d isc lo su re  of the  
item  h a s  b een  acc o m p lish e d .
W ith  th e  foregoing w e ll e s ta b lis h e d  p rin c ip le  of fu ll d isc lo su re  
in  accoun ting  s ta te m e n ts  in  m ind, w hat re a so n s  have b e e n  advoca ted  
by som e w rite rs  in  a ttem pting  to  ju s t ify  th e  fa ilu re  to  rec o g n ize  p en sio n  
l ia b i l i t ie s  on th e  b a la n c e  s h e e t?  The argum ent by som e of th e s e  w rite rs  
in  a ttem pting  to  ju s tify  th e  om ission  of th e  l ia b i l i ty  item  for pen sio n s
i s  b a se d  on th e  fac t th a t  many of th e  p lan s  now in  fo rce  a re ,  by th e ir
24very te rm s , not p e rm an en t. O ther v iew s e x p re sse d  in  ju s tify in g  th e  
fa ilu re  to  d is c lo s e  th e  l ia b ili ty  item  a re  p re d ic a ted  on th e  fa c t th a t 
many v a r ia b le s  e x is t  in  th e  de te rm ina tion  of an  amount th a t  is  very 
in d e f in ite , T hese  p o in ts  seem  to  in d ic a te  th a t th o se  advoca ting  th e  
e x c lu s io n  of a p en sio n  l ia b ili ty  fe e l th a t a fa ilu re  to  d is c lo s e  the  
o b lig a tio n  i s  l e s s  m is lead in g  th an  th e  d isc lo su re  of an  e s tim a te d  
amount th a t  may be in a c c u ra te .
A lthough figu res a re  not a t hand to  su b s ta n tia te  th e  o b se rv a tio n , 
i t  seem s rea so n a b le  to  conclude  th a t  th e  acco u n tan ts  e ith e r  favoring
w illia m  H u iz ingh , "A ccounting P rin c ip les  and P en sio n  C o s ts ,"  
N .A ,C ,A , B u lle tin , XXXVI (January, 1955), 727 ,
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or a ttem pting  to  ju s tify  th e  fa ilu re  to  d is c lo s e  ad eq u a te ly  a l ia b ili ty
item  are  in  th e  m inority , A very  stra igh tfo rw ard  comment on th is  poin t
is  m ade by an  in d u s tr ia l is t  in  th e  fo llow ing quo ta tion :
, . . The d e c is io n  a s  to  w h e th er th is  item  should  
ap p ea r in  th e  a cco u n ts  th em se lv e s  or shou ld  tak e  
th e  form of an  ad eq u a te  foo tno te  may be le f t  to  a 
q u a lif ied  acco u n tan t { w ho w ill m ake th e  m ost m ean­
ing fu l p re se n ta tio n  p o s s ib le .  O m ission  of so  
m ateria l an  amount in  th e  report i s  in d e fe n s ib le . ^
In  T able VI p re se n te d  on th e  follow ing page th e  u se  of th e  term  
" re se rv e "  i s  fo llow ed by th e  m ajority  of th e  com panies having  em­
p lo y ee  b en efit re se rv e s  in  reporting  th e  p a rtic u la r  o b lig a tio n  in  co n ­
n ec tio n  w ith  em ployee b e n e f i ts . The fig u res  in d ic a te  th a t in  each  
of th e  four y e a rs  ta b u la te d  th e re  w ere few er th an  20 per cen t of th e  
600 com panies u sing  th e  " re se rv e "  p ro ced u re . An exam ple of th e  
p re se n ta tio n  of th is  re se rv e  item  on th e  b a la n c e  sh e e t in  1956 by 
one of th e  89 com panies covered  in  th e  rep o rt by th e  Am erican 
In s t i tu te  of C e rtif ie d  P ub lic  A ccountan ts i s  p re se n te d  a s  re p re se n ta ­
tiv e  of th e  m ajority  of th e  com pan ies re f le c tin g  th is  item  below  th e  
cu rren t l ia b ili ty  se c tio n :
25I b i d . , p . 728 .
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TABLE VI 
EMPLOYEE BENEFIT RESERVES
1957 1956 1955 1954
B alance S hee t P re sen ta tio n :
Among: C urrent l ia b i l i t ie s  fo r—
In cen tiv e  com pensa tion  p lan  . . . . . . . . . . 0 2 - 2 1
Profit sharing  p lan . . . . . . . . . . . . . . . . . c 1 1 1 1
W elfare  or b enefit p la n . . . . . . . . . . . . . . D 1 2 1 -
P ension  p lan  not funded . . . . . . . . . . . . . 0 to
CO 2 2
P ension  p la n —p a s t and  current s e rv ic e  c o s ts 2 2 1 1
P ension  p la n -c u rre n t se rv ice  c o s ts  . . . . .  . 9 - 1 r -
Above: S to ck h o ld e rs ' Eauitv  fo r—
Bonus p lan  . . . . . . . . . . . . . . . . . o o o . . . 0 6 7 7 6
D eferred  or con tingen t com pensa tion  p la n . . 9 23 21 13 16
In cen tiv e  com pensa tion  p lan  . . . . . . . . . . 0 9 8 8 4
Profit sharing  p lan . . . . . . . . . . . . . . . . . 0 2 2 2 3
R etired  em ployee b e n e f its  . . . . . . . . . . . . • 9 8 2 1
W elfare  or b enefit p la n s  . . . . . . . . . . . . . 0 4 7 8 8
Employment co n trac t . . . . . . . . . . . . . . . e 2 1 1 1
S o v orcit 10 0  p sy  . . . . . . . . . . . o o o . o . o . • 2 1 — —
P ension  or Retirem ent Plan:
Annuity c o s ts  . . . . . . . 0 .  . . . . . . . . . e 1 4 6 8
P ension  p lan  cost.s . . . . . . . . . . . . . . . 0 31 28 33 29
P ast s  e rv ice  c o s ts  . . . . . . . . . . . . . . 0 «
C
O 4 5 6
P ast and current se rv ic e  c o s t . . . . . . . . 0 3 3 3 4
C urrent se rv ice  c o s t  . . . . . . . . . . . . . . 0 - - - 1
Future se rv ice  c o s t . . . . . . . . . . . . . . . 1 - - 1
Former p lan  l ia b ili ty  . . . . . . . . . . . . . . • 2 1 - 1
W ith in : S to ck h o ld e rs ' Equity fo r—
Employment co n trac t . . . . . . . .  . . . . . . . 0 1 1 1 1
P ension  p la n -p a s t  s e rv ic e  c o s ts  . . . . . . . . 0 1 - - -
R etired em ployee b e n e f its  . . . . . . . . . . . . 0 ______L ______L - -
109 106 96 95
Term inology U sed
R eserve o .  . . . . . . . .  . . . .  . . . . . . . . 0 63 60 56 61
P rov ision  . . .  . . . . . . .  . . . . . 0 . 0 . 0 . a 14 16 14 14
Various o ther term s . . . . . . . . . . . . . . . . 0 32 30 . j y i 20
109 106 96 95
Number of C om panies W ith :
Employee b en efit r e s e rv e s .  . . . . . . . . . . . a 102 91 84 85
No em ployee b en efit re se rv e s  . . . . . . . . . 0 498 5 09 516 515
600 600 600 600
Source: A ccounting Trends and T e c h n iq u e s , Twelfth E d ition , 1958, 
Am erican In s titu te  of C e rtif ied  P ub lic  A ccoun tan ts , T able 33 , 
S ec tio n  2 , p .  92 .
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THE AMERICAN SUGAR REFINING COMPANY
C o n so lid a ted  B alance  Sheet
Above C a p ita l S tock and S u rp lu s:
P ension  Fund R eserve $ 9 ,8 8 3 ,6 6 8
N oncurrent A sse ts :
P ension  Fund:
C a s h ...................................................................
U . S .  G overnm ent, s ta te  and  m unicipal 
s e c u r i t i e s ..........................................................
$ 526 ,367
8 ,7 2 4 ,6 5 1
C om pany 's own p referred  s to c k ,
5 ,0 0 0  sh a re s  a t c o s t .................. 632 ,650  
$ 9 ,8 8 3 ,6 6 8
ACCOUNTING METHODS ANALYZED
The p a rticu la r  m ethod of accoun ting  for p e n s io n s  th a t is  s e le c te d  
by a b u s in e s s  w ill in  i t s  op era tio n  a llo c a te  th e  item  of p e n s io n  c o s t to  
various f is c a l  p e r io d s . In th e  p reced ing  p ag es an  effo rt h a s  b een  made 
to  acq u a in t th e  read e r w ith  th e  many s id e s  of th e  problem  and to  p re ­
se n t som e of the  w ay s in  w hich  th e  accoun ting  p ro fe ss io n  h as 
a ttem pted  to  m eet th e  p roblem . At le a s t  tw o of th e  b a s ic  fu n c tio n s of 
acc o u n tin g —to  record  th e  f in a n c ia l in form ation  and to  report th e  r e ­
s u lts  of th e  reco rded  in form ation  in  an  a c c e p ta b le  m anner— have b een  
covered  in  th is  s tu d y .
M r. Arthur H . D ean h as in d ic a te d  four p o s s ib i l i t ie s  of accoun ting
^ A ccounting Trends and T ech n iq u es , E leventh  E d ition , 1957, 
Am erican In s titu te  of C e rtif ied  Public  A c c o u n ta n ts , p . 96„
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for th e  c o s t of p en sio n s  „ The nam es c h o sen  by him to  d is tin g u ish
th e s e  m ethods are  as fo llo w s: (1) th e  c a sh  d isbursem en t method;
(2) th e  funding m ethod, (3) th e  v e s tin g  m ethod, and (4) th e  p ro v is io n  
27
m ethod , S ince  th is  s tudy  h a s  b een  lim ited  in  scope  to  p en sio n  
p lan s  th a t a re  both  q u a lif ie d  and funded , an a n a ly s is  of th e  c o n cep ts  
qf th e  la s t  th re e  m ethods m entioned above w ill se rv e  to  c o n so lid a te  
th e  th ink ing  on th e  v a rie d  p o s s ib i l i t ie s  of accoun ting  tre a tm e n t.
The Funding M ethod—The funding m ethod re la te s  th e  revenue 
c h a rg es  of a  g iven  period  to  th e  a c tu a l d isb u rsem en ts  m ade to  th e  
agency  hand ling  th e  funding a rran g em en ts . The p o s s ib il i ty  of d i s ­
to rtio n  of th e  incom e figure  b e tw een  or among f is c a l  p e rio d s i s  a p ­
paren t w hen i t  i s  re a liz e d  th a t in  many c a s e s  th e  am ount of th e  
funding in  a  p a rtic u la r  p e riod  may b e  a m anagem ent d e c is io n . Com ­
p a ra tiv e  h o rizo n ta l incom e sta tem en t a n a ly s is  o f th e  sam e com pany 
or of s e v e ra l com panies w ould  be m ost d ifficu lt or in  som e c a s e s  
m ean in g le ss  i f  th is  accoun ting  tech n iq u e  i s  em ployed in  varying 
w ays and d e g re e s .
The V esting M ethod— U nder th e  v e s tin g  m ethod of accoun ting  
for p en s io n s  th e  revenue charge  for th e  p en sio n  c o s t w ould  be d e te r­
m ined a t th e  tim e  th e  em ployees r ig h ts  to  rec e iv e  p e n s io n s  a c tu a lly  
v e s t , In  th is  m ethod th e re  i s  th e  lack  of re la tio n sh ip  b e tw een  th e
2?T hese d e sc r ip tiv e  t i t l e s  d is tin g u ish in g  th e  p o s s ib le  m ethods 
of accoun ting  for p en sio n  c o s ts  w ere  u sed  by M r, D ean in  h is  a r tic le  
th a t h a s  been  c ite d  e a r lie r  in  th is  s tu d y .
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se rv ic e s  rendered  and the  cu rren t c o s ts  . The em ployee w ith  a  v e s ted
righ t e ith e r  before  re tirem ent or a t re tirem en t is  be ing  p rov ided  for;
how ever, no p ro v is io n  is  be ing  made in  th e  accoun ting  e n tr ie s  for
th e  a c tiv e  em ployees w ith no v e s te d  in te re s t*
The P rovision  M ethod—The p ro v is io n  m ethod In v o lv es th e
charg ing  a g a in s t revenue e ac h  y ear an  am ount for cu rren t s e rv ic e
and w here  a p p lica b le  a  charge  for p a s t s e rv ic e . A lthough th e  charge
a g a in s t revenue for curren t se rv ic e  in v o lv es  e s tim a te s  b e c a u se  of the
m orta lity  fa c to r , e tc * , the  re la tio n sh ip  o f th e  c h a rg e s  for p en s io n s
and th e  se rv ic e s  of th e  em ployees on w h ich  th e s e  p e n s io n s  a re
b a se d  i s  much c lo s e r  than  in  th e  o ther m ethods d e sc r ib e d . M r.
D ean co n clu d es th a t th is  m ethod of accoun ting  for p e n s io n s  is
p re fe rab le . Some of th e  re a so n s  th a t h e  g iv es  to  support h is  view
are  a s  fo llow s:
. . .I t  w ould  cau se  l i t t le  or no d is to rtio n  in  re p o rt­
ing  incom e e ith e r a s  be tw een  y e a rs  o r, i f  g en e ra lly  
ad o p ted , a s  be tw een  com parab le  c o m p a n ie s . It 
w ould re la te  th e  c o s t  of p e n s io n s  (apart from the 
c o s t of p a s t- s e rv ic e  b e n e fits )  to  th e  p roduction  of 
th e  em ployees w ho, assum ing  co n tinuous se rv ic e  so  
a s  to  m eet th e  le n g th -o f -s e rv ic e  requ irem en ts of 
th e  p la n , norm ally w ould  be th e  re c ip ie n ts  of th o se  
p en s io n s ; i t  would b e  in  keep ing  w ith th e  concep t 
of deferred  com pensation ; and i t  w ould se rv e  to  se t
a s id e  and  accum ulate  sav in g s for th e  acco u n t of th e  
9ftem ployees
^®Dean, op_. c i t . ,  p . 105.
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A CASE STUDY— THE CAROLINA POWER AND LIGHT COMPANY29
Plan H is to ry —-The p ension  p lan  of th e  C aro lina  Pow er and Light 
Company (hereafter referred  to  a s  th e  Company) is  known a s  the  Sup­
p lem enta l Retirem ent Plan., The p lan  w as m ade e ffec tiv e  on Septem ber 1, 
1944, and s in c e  th a t d a te  sev en  am endm ents to  th e  p lan  have b een  
ad o p ted . Each of th e  sev en  am endm ents has had  th e  e ffe c t of im ­
proving e ith e r  th e  em ployee p o s itio n  or th e  retirem ent b e n e fits  provided 
under the  p la n . One of th e  recen t am endm ents to  th e  p la n  provides for 
a more lib e ra l formula in  com puting re tirem ent b en efits  through a p e r­
cen tag e  change in  th e  in te g ra tio n  of th e  p lan  w ith  th e  S o c ia l Security
29The w rite r w ish e s  to  acknow ledge th e  w h o le -h e a rte d  co o p era ­
tio n  of th e  ex ecu tiv e  m anagem ent of th e  C aro lina  Power and  Light 
Company in  a s s is t in g  w ith  the  accum ulation  of th e  d a ta  for the fo l­
low ing fac tu a l p resen ta tio n  of s ig n if ic a n t p a rts  of th a t C om pany's 
"Supplem ental Retirem ent P la n . "
S p ec ia l reco g n itio n  i s  acco rded  M r. R. B. C a rp en te r, T reasurer 
of th e  C aro lina  Power and Light Com pany, for h is  con tribu tion  of tim e 
and a s s is ta n c e  in  d isc u ss in g  th e  p lan  p rov isions and in te rn a l adm in­
is tra t io n  of th e  p lan . S taff pe rsonnel of th e  R ale igh , North C arolina 
b ranch  of th e  W achovia Bank and Trust Com pany, tru s te e  o f the  p la n , 
w ere  m ost coopera tive  in  providing d e ta ile d  inform ation concerning 
th e  b a n k 's  function  a s  ou tlined  in  th e  tru s t ag reem en t.
The inform ation con ta ined  in  th e  rem ainder of th is  c a s e  study  
w as ob tained  by the  author of th is  study  in  p e rso n al c o n ta c ts  w ith 
th e  p a rtie s  m entioned above; in  exam ination  of th e  p rov is ions of th e  
Supplem ental Retirem ent Plan; in  rev iew  of th e  se c tio n s  of the  Trust 
Agreement; in  exam ination  of th e  report of th e  Actuary for th e  f is c a l 
y e a r  ended D ecem ber 31 , 1958; anc^, in  th e  in sp e c tio n  of other 
Company rep o rts  such  a s  th e  Annual Report for 1958 and a P rospectus 
is s u e d  in  M arch , 1958.
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b e n e f i ts . The a d d itio n a l c o s t to  th e  com pany for p a s t  se rv ic e  c o n ­
tr ib u tio n s  and curren t se rv ice  co n trib u tio n s brought about by th is  
am endm ent w ill be covered  under th e  d is c u s s io n  of in te g ra tio n  o f the  
p lan  w ith  th e  S ocial S ecu rity  b e n e f i ts .  The p lan  is  q u a lif ie d  by  the  
In te rn a l Revenue S e rv ic e .
S e le c te d  P lan P ro v is io n s—Although e a c h  p ro v isio n  of th e  p lan  
m ust be c o n sid e red  if  a  d e ta ile d  and c r i t ic a l  a n a ly s is  of th e  p la n  as 
a  w hole i s  to  be ren d e red , som e of th e  p la n  p ro v is io n s  are  no t d e ­
ve loped  in  th is  s tudy  b e c a u se  of th e ir  lack  of a p p lic a b ility  to  a cc o u n t­
ing  tec h n iq u e s  . In s ta n c e s  w ill  occur in  w h ich  n o n -acco u n tin g  req u ire ­
m ents in  th e  p lan  p ro v is io n s  a re  d e sc rib e d  in  order to  provide 
co n tin u ity  of thought and to  re v e a l in d ire c tly  re la te d  p ro ced u ra l 
e f f e c t s .
E lig ib ility  and R e tirem en t—Every re g u la r  fu ll- tim e  em ployee 
w ith  te n  or more y e a rs  of con tinuous se rv ic e  a t th e  d a te  of norm al 
re tirem en t i s  covered  by th e  p la n . Normal re tirem en t d a te  i s  th e  
f i r s t  day of th e  month follow ing th e  s ix ty - f if th  b irthday  of th e  em ­
p lo y e e . P rov ision  i s  m ade for d isa b ili ty  re tirem en t and for ea rly  
re tirem en t under s tip u la te d  c o n d it io n s . If th e  em ployee is  re ta in e d  
in  se rv ice  a fte r age  s ix ty - f iv e  and a la te r  re tirem en t is  p ro v id ed , 
th e  Board of D irec to rs of th e  Com pany m ust au th o rize  th is  ex tended  
se rv ice  p e rio d . P ension  c re d it w ill  acc rue  to  age sev en ty  for an  
em ployee re ta in ed  in  se rv ic e  beyond norm al re tirem en t a g e . If  an 
em ployee d ie s  before  reach in g  re tirem en t a g e , re tirem en t b e n e f its
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w ill not becom e p a y a b le .
Type of Plan-—The p lan  i s  of th e  n o n -co n trib u to ry , tru s te e d  ty p e . 
C on tribu tions a re  m ade m onthly by th e  Com pany to  th e  W achov ia  Bank 
and T rust Com pany, tru s te e  of th e  p la n . The bank i s  to  a d m in is te r  th e  
funds under a tru s t  agreem ent fo r th e  s o le  b en e fit of th e  e m p lo y e e s .
On re tire m e n t, p e n s io n  paym ents to  em ployees who w ere  not s ix ty -f iv e  
on Septem ber 1, 1944, are  m ade d irec tly  from th e  fund by  th e  t r u s te e .  
Any em ployees of th e  Com pany w ho w ere  s ix ty - f iv e  on Septem ber 1, 
1944, w ere  not co v ered  by th e  p lan ; how ever, th e s e  em ployees w ere  
e lig ib le  to  rec e iv e  p e n s io n s  d ire c tly  from co rpora te  funds com puted 
on th e  sam e form ula a s  th e  P lan  p ro v id e s . Of th e  f if te e n  em ployees 
th a t w ere  s ix ty -f iv e  or over on  Septem ber 1, 1944, four w ere  s t i l l  
liv in g  and rece iv in g  m onthly p e n s io n s  from th e  Com pany in  Ju n e , 1959. 
The c o s t  of th e se  d ire c t paym ents m ade by  th e  Com pany to  th e s e  r e ­
tire d  em ployees i s  re f le c te d  in  th e  O ther O peration  c o s t  e lem ent on 
th e  S ta tem ent of In co m e .
P lan  A dm in istra tion—A R etirem ent Board of sev en  (7) m em bers 
is  ch arg ed  w ith  th e  re sp o n s ib ili ty  of ad m in is te rin g  th e  p lan  and  c a rry ­
ing out i t s  p ro v is io n s „ One of th e  d u tie s  of th is  Board i s  to  have  
p repared  w ith in  a re a so n a b le  tim e  a fte r  th e  end of e ach  f is c a l  y e a r  a 
report or repo rts  show ing th e  f i s c a l  tra n s a c tio n s  under th e  P lan  and 
Trust Agreem ent for th e  p reced ing  f is c a l  y e a r  and th e  f in a n c ia l c o n ­
d itio n  of th e  tru s t  fund a s  of th e  end of su ch  f is c a l  y e a r . The tw o 
rep o rts  p repared  a s  of th e  c lo s e  of th e  f i s c a l  y e a r , 1958, in
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com pliance  w ith  th is  p rov ision  of th e  P lan  a re  in c lu d ed  in  th is  study  
a s  T ables VII and  VIII on th e  p ag es im m ediate ly  follow ing th is  p a g e . 
R eferences to  th e  figures on th e s e  tw o T ab les w ill  be m ade la te r  in  
th is  c a s e  study  w hen sp e c if ic  accoun ting  trea tm e n ts  and  tec h n iq u e s  
a re  being  d is c u s s e d .
An a c tu a r ia l  study  and  com putation  is  requ ired  a fte r  th e  c lo se  
of each  f is c a l  y e a r  in  order to  determ ine th e  am ounts to  be  con tribu ted  
by  th e  Com pany to  th e  t ru s te e  for th e  ensu ing  tw e lv e  m on ths ' p e r io d .
In ad d itio n  to  th e  d u tie s  l is te d  a b o v e , ano ther im portant function  
of th is  R etirem ent Board i s  th e  n o tif ic a tio n  of th e  tru s te e  of th e  r e t i r e ­
ment of an  em ployee and th e  m onthly p e n s io n  am ount due h im .
B enefit Form ula—The am ount of m onthly p e n s io n  to  be  rec e iv e d  
by an em ployee a t e ith e r norm al or la te  re tirem en t i s  com puted in  th e  
follow ing m anner:
(1) In determ ining th e  average  m onthly earn in g s during em ploy­
ment a  dua l com putation  i s  n e c e s sa ry  for a ll  em ployees w ith  se rv ice  
prio r to  1948 . The b a se  sa la ry  a s  of January 5 , 1948, i s  u se d  for a ll  
m onths of c re d ita b le  se rv ic e  prio r to  th a t  d a te . The a c tu a l b a se  
sa la ry  i s  u se d  for a ll m onths of c re d ita b le  se rv ic e  a fte r  January 5 ,
1948, e x c lu s iv e  of earn ings for tem porary  or p a rt- tim e  em ploym ent, 
ea rn ings a fte r  ag e  70 , and  overtim e pay;
(2) M ultip ly  th e  av erag e  m onthly ea rn in g s  a s  determ ined  in  (1) 
above by  2 1/5 per cen t for each  y e a r  of se rv ic e  up to  25 y e a rs  p lu s
1 1/5  per cen t for each  y e a r  of se rv ice  over 25 y e a r s .  This g iv e s  th e  
g ro ss  m onthly pension ;
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TABLE VII
CAROLINA POWER & LIGHT COMPANY
SUMMARY OF TRANSACTIONS OF RETIREMENT PLAN TRUST FUND
DURING 1958
1. B alance in  Fund on January 1, 1958 $ 4 ,7 0 0 ,9 8 7 .4 6
2 . C on tribu tions R eceived  $ 5 5 6 ,1 5 7 .3 6
3 . Earnings of Fund (line  lOe) 1 7 9 ,3 1 5 .2 4
4 . G ain on S a le  of S e c u ritie s  1 ,5 6 3 .8 6
5 . U nrealized  G ain in  M arket Value
of S tocks H eld 5 6 7 .9 4 7 .6 6
6 . Total (2 p lus 3 p lu s 4 p lu s  5) 1 ,3 0 4 ,9 8 4 .1 2
7 . P en sio n s Paid  9 5 ,6 6 2 .9 9
8 . E xpenses of A dm inistration 7 ,6 1 9 .6 8
9 . B alance in  Fund on D ecem ber 31,
1958 (1 p lus 6 m inus 7 m inus 8) $ 5 ,9 0 2 ,6 8 8 .9 1
ANALYSIS OF EARNINGS DURING YEAR 
10. In te re s t and  D ividends
(a) C o llected . During Year $ 1 7 3 ,3 3 1 .7 6
(b) A ccrued but U npaid at End
of Year 4 3 ,6 9 9 .6 1
(c) A ccrued a t P u rchase 2 ,7 0 2 .9 7
(d) A ccrued but U npaid a t
Beginning of Year 3 5 .0 1 3 .1 6
(e) In te re s t and D iv idends Earned
(a p lu s b m inus c m inus d) $ 1 7 9 ,3 1 5 .2 4
Source: A ctuarial Report Rendered to  C aro lina  Power and Light Company 
C overing th e  F isca l Year of 1958.
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TABLE VIII 
CAROLINA POWER & LIGHT COMPANY 
ASSETS AND LIABILITIES OF RETIREMENT PLAN ON DECEMBER 31 , 1958
ASSETS
C ash  $ (13 ,376 .58)
A ccrued but U npaid  In te re s t 4 3 ,6 9 9  .61
Bonds (at Book Value)
U . S . G overnm ent O b lig a tio n s $ 3 8 6 ,4 1 7 .4 0
P ublic  U tility  Bonds 1 ,4 7 1 ,0 9 3 .9 2
R ailroad  Bonds 160,153 .27
In d u s tr ia l and M isc e lla n e o u s  Bonds 1 ,5 2 8 ,3 1 4  .84
T otal Bonds 3 ,5 4 5 ,9 7 9 .4 3
Preferred  S to ck s (at M arket Value) 1 6 2 ,4 5 0 .0 0
Common S tocks (at M arket Value) 2 .1 6 3 ,9 3 6 .4 5
T otal P re sen t A s se ts  $ 5 ,9 0 2 ,6 8 8 .9 1
Unfunded L iab ility  1 ,363  ,9 1 1 .0 9
T otal A ccrued A sse ts  on D ecem ber 31 , 1958
LIABILITIES
R eserve for P e n s io n s  P ayab le  to  R etired  M em bers $ 1 ,0 2 2 ,5 6 2 .0 0
R eserve for P en sio n s  A ccrued to  A ctive M em bers 6 ,2 4 4 , 038 .00
T otal A ccrued L ia b ilitie s  on D ecem ber 31 , 1958 $ 7 ,2 6 6 ,6 0 0 .0 0
Source: A ctuaria l Report R endered to  C aro lina  Power and  Light Com pany 
C overing  th e  F is c a l Year o f 1958 .
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(3) From th e  g ro ss  monthly p ension  a s  de term ined  in  (2) above 
deduct 65 per cen t o f th e  prim ary S o c ia l S ecu rity  b e n e f i t s . For a 
former em ployee of th e  Tide W ate r Power C om pany, a  com pany th a t  
w as m erged w ith  and in to  the  Com pany in  1952, now covered  under 
th is  p la n , a  deduction  m ust a ls o  b e  made for b e n e fits  bought for th a t 
em ployee by  Tide W ate r  under i t s  p lan  prior to  th e  d a te  of m erger.
The re s u lta n t answ er i s  th e  am ount of b en e fit to  be p a id  m onthly by 
th e  t ru s te e  to  th e  re t ire d  em ployee un til h is  d e a th .
A h y p o th e tica l c a s e  w ill b e  p re se n te d  to  in d ic a te  not only  th e  
a p p lica tio n  of th e  b e n e f it  form ula a s  p e rta in s  to  an in d iv id u a l 's  b enefit 
but a ls o  to  poin t up a  p a rt of th e  problem  fa c e d  by th e  ac tuary  in  e s ­
tim ating  th e  annual co n trib u tio n  n e c e s sa ry  to  provide th e  b e n e fits  
prom ised b y  th e  C om pany . The i l lu s tr a t iv e  c a s e  i s  a s  fo llow s: M r. X 
w as born on  D ecem ber 2 , 1890. H e w as em ployed b y  th e  Com pany on 
November 1, 1925, an d  w as re t ire d  January 1, 1960. H is b a se  
m onthly s a la ry  on January  5 , 1948 „ am ounted to  $325 . Total a c tu a l  
b a s ic  e a rn in g s  from January  1, 1948 , to  re tirem en t am ounted to  
$ 5 7 ,6 0 0 .
W ith  th e  foregoing  a ssu m p tio n s  about M r. X, a com putation  may 
be made to  arrive  a t th e  ne t m onthly  p en sio n  p ay ab le  to  him by th e  
tru s te e  o f th e  P lan . The a p p lic a tio n  of th e  b en efit form ula i s  in d i­
c a ted  in  th e  figu res th a t  follow :
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S a la ry  c red it for se rv ic e  before 1948 . . . . . . . . . $ 8 6 ,4 5 0  0 00
S a la ry  c red it for s e rv ic e  a fte r January  1„ 1948 . „ . 57 ,6 0 0 .0 0
$ 1 4 4 ,0 5 0 .0 0
T otal se rv ice  to  re tirem en t . . . . . . . . . . . . . . .  410 m onths
A verage m onthly ea rn in g s  . . . . . . .  . . . .  . . . .  . $ 351 .34
P ercen tag e  for se rv ic e :
25 y e a rs  X 2 1/5% . . . . . . . . . .  55%
9 1 /6  y e a rs  X 1 1/5% . . . . . . . .  U%
66%
G ro ss  m onthly p en sio n  eq u a ls  66% X $351 .3 4 . . . .  $ 231 .88
Prim ary S o c ia l S ecu rity  B enefit (a ssu m ed ). . . . . .  119 .00
S ix ty -f iv e  per cen t o f Prim ary S o c ia l S ecurity  
B enefit . . . . . . a o . . . . . .  . . . . . .  . . . . . . .  77 .35
N et m onthly p en sio n  from P lan  . . . . . . . . . . . . .  $ 154 .53
C on tingen t B enefic iary  and Ten Y ear C e rta in  o p tio n s  are  p rov ided  
in  th e  p la n .  Under such  o p tio n s  m onthly b e n efits  a re  a c tu a r ia lly  r e ­
duced  to  f it  e ach  c a s e .  T h ese  op tions w ill not be  co v ered  in  th is  
study  a s  th e y  do not a ffe c t m ate ria lly  th e  overa ll f in an c in g  and a c ­
coun ting  a s p e c ts  of th e  p la n .
P e rtin e n t T rust Agreem ent P ro v is io n s—The o rig in a l T rust A gree­
ment b e tw ee n  th e  Com pany and  th e  W achov ia  Bank and  T rust Com pany 
w as e n te red  ih to  Septem ber 1 1 9 4 4 ,  w ith  re sp e c t to  th e  P lan  a s  i t  
th en  becam e e f fe c t iv e . T his o rig ina l T rust Agreem ent w as c a n c e lle d  
and an n u lled  a s  of June 1, 195 0, and a  new T rust A greem ent w as  
en te red  in to  w hereby th e  funds of th e  P lan  are ad m in is te red  by th e  
W achov ia  Bank and T rust C om pany. T his la t te r  T rust Agreem ent i s  ■ 
in  e ffec t a t th is  tim e , June , 1959. C e rta in  p ro v is io n s  of th is  a g re e ­
ment th a t have  p a rticu la r s ig n if ic a n c e  from an acco u n tin g  and
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fin an c in g  s tandpo in t w ill  be  ex am in ed .
A portion  of S ec tio n  2 of th e  T rust Agreem ent p rov ides th a t a t no 
t im e , prior to  s a t is fa c tio n  of a ll  l ia b i l i t ie s  under th e  P lan , sh a ll any 
p a rt of th e  co rpus or incom e of th e  Fund be u se d  for or d iv erted  to  p u r­
p o s e s  o ther th a n  th e  u s e s  and p u rp o ses  se t fo rth  in  th e  P la n . This 
p ro v is io n  is  in  d irec t acco rd  w ith  one of th e  requ irem en ts for q u a lif i­
c a tio n  a s  co n ta in ed  in  S ec tio n  401 (a) (2) of th e  In te rna l Revenue C o d e .
S ec tio n  3 of th e  T rust A greem ent p ro v id es in  part th a t i t  is  th e  
duty of th e  T rustee  to  h o ld , to  in v e s t and  to  re in v e s t th e  Fund . This 
S ec tio n  further sp e c if ie s  th a t  th e  T ru stee  is  to  p ay  m oneys to  or on th e  
order of th e  R etirem ent Board p rovided  for in  th e  P la n , in c lu d in g , w hen 
th e  R etirem ent Board s h a l l  so  o rd er, paym en ts to  e lig ib le  em p lo y ees . 
The T ru stee  sh a ll not be  re sp o n s ib le  for th e  ad eq u acy  of th e  Fund to  
m eet and d isch arg e  re tirem en t b e n e fits  and o th er l ia b i l i t ie s  under th e  
P la n .
S tip u la tio n s  concern ing  th e  ty p e s  of s e c u r i t ie s  perm itted  for 
in v es tm en t pu rp o ses i s  c o n ta in ed  in  S ec tio n  4 of th e  Trust A greem ent. 
Fund a s s e t s  may be in v e s te d  in  s e c u r i t ie s  of th e  follow ing ty p e s : 
common s to c k s , p refe rred  s to c k , b o n d s , m o rtg ag es , or re a l  or p e r­
so n a l property  (including  s e c u r i t ie s  of th e  C om pany), a s  s h a l l ,  from 
tim e  to  t im e , be  approved by th e  T rust In v estm en t C om m ittee . A r e ­
s tr ic tio n  i s  im posed  on th e  amount of s e c u r i t ie s  of th e  C aro lin a  Power 
and Light Company th a t  may be  h e ld  a t any one tim e in  th e  F u n d . The 
to ta l  investm en t in  s to ck  and o ther s e c u r it ie s  of th e  Com pany sh a ll
not e x ceed  30 per cen t of th e  book v a lue  of a ll  s e c u r it ie s  he ld  in  th e  
T rust and th a t th e  to ta l  investm en t in  th e  Common Stock of th e  
Com pany sh a ll  not e x ceed  10 per c en t of th e  book v a lu e  of a ll  
s e c u r i t ie s  h e ld  in  th e  T ru s t . F igure 1 on th e  follow ing page  in d ic a te s  
th a t in  1958 only 6 per cen t of th e  m arket v a lu e  of th e  Fund in v e s t­
m ents w as  in  C aro lina  Pow er and Light Com mon. U sing  book v a lu e , 
a s  p re sc rib e d  by th e  T rust A greem ent, th is  p e rcen tag e  i s  only 3 .6  a s  
com pared w ith  th e  lim ita tio n  of 10 per c e n t .  E arlier y e a rs  show even 
a  sm a lle r  p roportion  of th e  Fund in  th e  Company common s to c k .
Figure 1 a ls o  in d ic a te s  th a t  th e  to ta l  s e c u r i t ie s  of th e  Com pany he ld  
by th e  T rust i s  w e ll w ith in  th e  30 p e r c en t maximum a s  p re sc rib ed  by 
th e  T rust A greem ent. A few p e rcen tag e  com parisons w ill  se rv e  to  
po in t up th e  d iffe rence  in  th e  r e la tiv e s  b a se d  on book v a lu e  and  on 
m arket v a lu e . The book v a lu e  of th e  C aro lin a  Power and Light 
Com pany Common sto ck  h e ld  by th e  Fund on D ecem ber 31 , 1958, 
am ounted to  $175 ,637  .8 6 . The book v a lu e  of to ta l  a s s e t s  o f th e  Fund 
on D ecem ber 31 , 1958, am ounted to  $ 4 ,9 2 7 , 172 .78  . In th is  c a s e  3 .6  
per cen t of th e  to ta l  a s s e t s  of th e  Fund i s  in  th e  Com pany common 
s to c k . On D ecem ber 3 1 , 1958, th e  m arket v a lu e  of th e  Company 
common s to c k  in  th e  Fund am ounted to  $ 3 4 3 ,4 7 6 .2 5  . On th e  m arket 
v a lu e  b a s is  th e  to ta l  a s s e t s  of th e  Fund on D ecem ber 31 , 1958, 
am ounted to  $5 ,6 5 9 ,6 8 3  .6 8 . U sing  th e  la t te r  figu res  i t  i s  se e n  th a t
6 .1  per cen t of th e  Fund i s  re p re se n te d  by th e  Com pany common s to c k . 
B ased  on book v a lu e  fig u res  4 .4  pe r cen t of th e  Fund i s  rep re se n te d
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CAROLINA POWER & LIGHT COMPANY 
PENSION TRUST FUND INVESTMENTS (MARKET VALUE) 
PERCENT INVESTED BY CLASS OF INVESTMENT
P e rc en t
100 1 9 5 3 1954 1955 1 9 5 6 1957 1958
1953 1 9 5 4 1 9 5 71956 
L E G E N D
C P Q L  Common S t o c k  1 CP a  L P r e f e r r e d  S to ck
O th e r  Common S to c k  t |S |S ||
CP a L  Bonds H H H  
Other Bonds
Figure 1
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by common sto ck  and bonds of th e  C om pany. If m arket v a lu e s  of th e  
Com pany common stock  and  bonds i s  u sed  for th e  com pu tation , 6 .7  
per c e n t of th e  Fund i s  rep re se n te d  by th e  C om pany 's se c u r it ie s  on 
D ecem ber 31 , 1958. On D ecem ber 3 1 , 1958, a l l  common sto ck  m ake 
up 23 .8 per cen t of th e  Fund b a se d  on book v a lu e . On th is  sam e d a te  
u s in g  m arket v a lu e  of th e  common s to c k , 3 8 .2  p e r  cen t of th e  to ta l  
Fund i s  re p re se n te d  by  common s to c k .
Figure 2 on th e  fo llow ing page  p re se n ts  th e  m arket v a lu e  of th e  
Fund d o lla rs  in v e s te d  in  th e  four ty p e s  of s e c u r i t ie s  for th e  y ea rs  1954 
th rough  1958. For com parison  p u rp o ses  Figure 3 i s  p resen te d  to  r e ­
f le c t th e  com position  of co rpo ra te  P en sio n  Funds on  a  n a tio n a l b a s i s . 
This la t te r  F igure w as c o n ta in e d  in  S ta t is t ic a l  S e rie s  R e lease  N o. 1605 
of th e  S e c u ritie s  and E xchange C om m ission  on M ay 26, 1959. The 
su rv ey  by th e  S e c u ritie s  and  E xchange C om m ission  does not in c lu d e  
funds ad m in iste red  by in su ra n ce  com pan ies and u n io n s , and  funds of 
n o n -p ro fit o rg a n iz a tio n s . The grow th and com position  of th e  Com pany 
Fund p a ra lle ls  ve ry  c lo s e ly  th e  n a tio n a l p ic tu re  a s  show n by  th e  
g rap h ic  p re se n ta tio n  p repared  by th e  S e c u ritie s  and  Exchange Com ­
m is s io n . In  th e  S e c u ritie s  and E xchange C om m ission survey  it  i s  
no ted  th a t Common sto ck  in v es tm en ts  accoun ted  for 27 per cen t of 
th e  p en sio n  fu n d s , b a se d  on book v a lu e s ,  at th e  end  of 1958. In 
1951 only 12 per cen t of th e  to ta l  w a s  accoun ted  for by investm en t 
in  Common s to c k . B ased  on m arket v a lu e s  a t th e  end of 1958, 
common stock  in v es tm en ts  com prised  39 per c en t of th e  to ta l  fund
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CAROLINA POWER & LIGHT COMPANY 
PENSION TRUST FUND INVESTMENTS {MARKET VALUE)
1 9 5 4 1955 1 9 5 6 1 9 5? 1958
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Figure 2
ASSETS OF CORPORA TE PENSION FUNDS
( D o l l a r s  B i l l i o n s  )
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Source; S ta t is t ic a l  S e rie s  R e lease  N o. 1605 0 S e c u ritie s  and Exchange 
Com m ission,. May 2 6 1 9 5 9 .
Figure 3
155
a sse tso  An in sp e c tio n  of Figure 1 show s th a t  s lig h tly  over 38 p e r c en t 
of th e  fund a s s e ts  (at m arket va lue) of th e  Fund of th e  Company is  
rep re se n te d  by th e  common stock  ox th e  Com pany and o ther co rp o ra ­
tions* common s to c k .
S ec tio n  7 of th e  T rust A greem ent re lie v e s  th e  T rustee  from 
lia b i li ty  in  th e  m aking, re te n tio n , or s a le  of any in v estm en t or r e in ­
vestm en t made by i t  a s  prov ided  in  th e  Trust A greem ent or for any  lo s s  
or d im inution of th e  F und , ex cep t due to  i t s  own n e g lig e n c e , w illf  ul 
m isconduc t, or lack  of good fa i th .
The fin a l se c tio n  of th e  T rust A greem ent to  be  co n sid e red  in  th is  
p a rtic u la r  study  is  S ec tio n  8 w hich  d e a ls  w ith  reco rd  k e ep in g . The 
T rustee  is  requ ired  to  keep  a c c u ra te  and d e ta ile d  a cco u n ts  of a ll  in ­
v e s tm e n ts , r e c e ip ts ,  d isb u rsem en ts  and o ther tra n s a c tio n s  under th e  
Trust A greem ent. All a c c o u n ts , books and rec o rd s  re la tin g  th e re to  
sh a ll be open to  in sp e c tio n  and au d it a t a ll  re a so n a b le  tim es by  any 
p e rso n  d e s ig n a ted  by th e  R etirem ent B oard. W ith in  n inety  (90) d ay s  
follow ing th e  c lo s e  of each  f is c a l  y e a r ,  th e  T ru stee  i s  requ ired  to  
f ile  w ith  th e  Retirem ent Board a w ritte n  accoun t s e ttin g  forth a ll  i n ­
v e s tm e n ts , r e c e ip ts ,  d isb u rsem en ts  and o ther tra n s a c tio n s  e ffec ted  
by i t  during such  f is c a l  p e rio d . On th e  fo llow ing page  is  Table VC 
i llu s tra tin g  th e  Summary of A ccount p rov ided  by  th e  T rustee  in  com ­
p lia n c e  w ith  th e  p ro v isio n  of th e  T rust A greem ent c ite d  im m ediate ly
ab o v e . In ad d itio n  to  th is  c o n c ise  Summary Report a  d e ta ile d  l is t in g  
of a ll  a c tiv i t ie s  of th e  T rust for th e  p a rticu la r  f i s c a l  period  i s  p rov ided  
by th e  T ru s te e .
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TABLE IX
SUMMARY OF ACCOUNT
Em ployees * T rust 
For A ccounting Period Ending C lo se  of B u sin e ss   ______, 19 .
LINE ITEMS PRINCIPAL INCOME TOTAL
1. S e c u ritie s  a t M arket Value $ $ $
2 . C ash
3 . T otal Value of A sse ts  At C lo se
of This A ccounting Period $ $ ....... $
4 . T otal Value of A sse ts  At C lo se  of
L ast P rev ious A ccounting
Period $ $ $
A dditions a s  Fo llow s:
5 . C on tribu tions
6 . L ess  D is tr ib u tio n s  to  B en ifi-
c ia r ie s
7 . Sub-T otal Above Net (Line 4
p lu s 5 l e s s  6) $ $ $
8 . N et Profit R eceived  on A sse ts
D isp o sed  of $ $ $
9 . N et In c re a se  in  M arket Value
of A sse ts  H eld
10. G ro ss Incom e R eceived
11. Sub-T otal Above P ro f it ,
In c re a se  and Income
(Line 8 p lu s  9 p lu s  10) $ $ $
D eductions a s  Fo llow s:
12. A ccrued In te re s t  Paid  on
P u rc h ases $ $ $
13. E xpenses of A dm in istra tion  Paid
14. S ub-T o ta l Above D eductions
(Line 12 p lu s  13) $ _______ $ $
15. N et In c re a se  (Line 11 le s s  14) £ $
16. S ub-T otal Above A sse ts
(Line 7 p lu s 15) $ $ $
17. T ransfe rs From Incom e to
P rinc ipa l
H-* 00 o T otal Value of A sse ts  a t C lo se
of This A ccounting Period
(Line 3) $ ................. $
S ource: T rust D epartm en t, W achov ia  Bank and T rust Com pany, R aleigh
North C aro lina  B ran ch .
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Function  of th e  A ctuary—-An independen t A ctuary i s  em ployed by  
th e  Com pany to  render an  annual rep o rt to  be  u sed  by th e  Company a s  
a  b a s is  for m aking th e  m onthly co n trib u tio n s to  th e  T ru stee  for th e  Fund. 
In th e  A c tu ary 's  report, covering  th e  ca len d a r y e a r  of 1958 tw elve  ta b le s  
w ere  in c lu d ed  covering  ex p e rien ce  under th e  P lan  during th e  y e a r .
T hese  tw e lv e  ta b le s  covered  th e  follow ing e lem en ts ;
I D is tr ib u tio n  of A ctive M em bers on D ecem ber 31 , 1958 by 
S ex  and Year of E n try .
II D is tr ib u tio n  of W ith d ra w a ls , Excluding D eath s „ During 1958 
by Sex  and Y ear of Entry „
III D is tr ib u tio n  of A ctive M em bers cn D ecem ber 31, 1958 by S ex  
and  Age a t E ntry .
IV D istrib u tio n  o f W ith d ra w a ls , Excluding D e a th s , During 1958 
by Sex  and Age at Entry.
V D istrib u tio n  of A ctive M em bers on D ecem ber 3 1 , 1958 by  S ex  
and  A tta ined  Age .
VI D is tr ib u tio n  of W ith d ra w a ls , Excluding D e a th s , During 1958 
by Sex  and A tta ined  Age „
VII L is t of M em bers W ho W ere  Active on  January 1 , 1959 and 
W h o se  Normal R etirem ent D ate F a lls  on or Before July 1,
1960.
VIII D is tr ib u tio n  of P ensions P ayable  to  R etired M em bers on 
January  1, 1959 by  Sex an d  A ttained  A ge.
IX C h an g es in  Number of A ctive  M em bers During 1958.
X S ta tem en t of R eserves R e leased  on D eath  T ogether W ith 
E xpected  R eserve R e le a s e s .
XI A s se ts  and L ia b ilitie s  of P lan  on D ecem ber 3 1 , 1958.
XII Summary of T ran sa c tio n s  o f Trust Fund During 1958.
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T ab les  XI and XII on th e  A ctuary ’s rep o rt, a s  l is te d  a b o v e , a re  th e  
m ost p e rtin en t to  th is  p a rtic u la r  c a se  s tu d y , T hese  ta b le s  have  b een  
rep roduced  and a re  in c lu d ed  in  th is  s tu d y  as T ab les VII and VIII im ­
m ed ia te ly  follow ing th e  P lan  A dm in istra tion  d isc u ss io n ,,
J)
In  th e  report from th e  A ctuary it  w as  s ta te d  th a t th e  l ia b i l i t ie s  
(shown in  Table XI of th e  A ctuary ’s report) and c o s ts  w ere  com puted on 
th e  b a s is  o f the  1949 Annuity Table for M en, s e t  up one y e a r  for men 
and s e t  b a ck  four y e a rs  for w om en, w ith  in te re s t  assum ed  to  acc ru e  a t 
th e  ra te  o f 3 per c e n t per annum , The report fu rther s ta te s  th a t i t  is  
a ssum ed  th a t  m en, on the  a v e ra g e , w ill re tire  a t age  67 and th a t  women 
w ill re tire  a t  age 65 . Over th e  four y e a r  p e rio d , 1955-1958 , th is  
la t te r  a ssu m p tio n  h a s  w orked out s a t is fa c to r i ly ,  w ith  an av erag e  r e ­
tirem ent ag e  for men (w eighted  by b e n e f its  paid) of 67 .2 y e a r s .
In teg ra tio n  W ith  S o c ia l S ecu rity  B e n e fits -—The Plan is  in te g ra te d  
w ith  th e  S oc ia l S ecu rity  b e n e f i ts .  In Jan u ary , 1958 , th e  p lan  w as 
am ended to  in c re a se  b e n e f its  by  reducing  th e  d ed u c tio n  for S o c ia l 
S ecu rity  b e n e f its  from 100 per cen t of Prim ary S oc ia l S ecu rity  b e n e fits  
to  70 per c en t of su ch  b e n e f i ts .  The im pact of th is  th ir ty  per cen t 
red u c tio n  in  one e lem ent of th e  b en e fit form ula i s  brought out very  
c le a r ly  by note 8 to  th e  f in a n c ia l  s ta te m e n ts  in c lu d ed  on page  13 of 
a  P ro sp ec tu s  of th e  C om pany, da ted  M arch 18, 1958. Inform ation 
ex tra c ted  from th is  part of th e  P ro sp ec tu s  is  co n ta in ed  in  th e  fo llow ing 
d is c u s s io n .  In 1957 th e  current, and p a s t  se rv ic e  p en sio n  co n trib u tio n s 
charged  to  e x p en se s  for th e  y e a r  am ounted to  $455 ,7 9 4 . Of th e  to ta l
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ex p en se  repo rted  for th e  P lan  $46 ,777  re p re se n te d  p a s t  se rv ice  c o n trib u ­
t io n s .  On D ecem ber 31 , 1956, th e  A ctuary’s Report in d ic a te d  th a t  a p ­
p rox im ately  $575, 178 w as n e c e s sa ry  to  fund th e  p a s t  se rv ic e  c o s t .
The am endm ent of th e  P lan  re fe rred  to  in  th is  paragraph  w ould have  th e  
e ffe c t of in c re a s in g  th e  unfunded p a s t se rv ic e  l ia b i li ty  approx im ate ly  
$ 1 ,5 0 0 ,0 0 0  and th e  cu rren t s e rv ic e  co n trib u tio n  approxim ately  $73, 000.
As w as i l lu s tra te d  in  th e  h y p o th e tica l c a s e  on page  148 of th is  
s tu d y , s ix ty -f iv e  p e r cen t of th e  Prim ary S o c ia l S ecu rity  b en e fit is  d e ­
d u c ted  from th e  g ro ss  m onthly p en sio n  to  determ ine th e  ne t m onthly 
p e n s io n  from th e  Com pany P la n . In  a 1959 am endm ent to  th e  P lan  th e  
b e n e fits  to  be  p a id  to  th e  em ployees on re tirem en t w ere  in c re a se d  by 
d e c rea s in g  th e  d ed u c tio n  item  from th e  g ro ss  m onthly p en sio n  fig u re . 
This red u c tio n  of th e  n eg a tiv e  item  in  th e  form ula w as e ffec ted  by 
changing  th e  a p p lic a tio n  ra te  of Prim ary S o c ia l S ecu rity  b e n e fits  from 
sev en ty  per cen t to  s ix ty - f iv e  p e r c e n t . The am endm ent w as made to  
re s to re  to  re tired  em ployees th e  in c re a s e  in  S oc ia l S ecu rity  b e n e fits  
th a t becam e e ffe c tiv e  on January  1, 1959.
T able VII in  th is  s tu d y  show's th a t co n trib u tio n s  of $556 ,157  .36 
w ere  rece iv ed  by th e  T rustee  of th e  Fund from th e  Com pany in  1958 „
T his to ta l  co n trib u tio n  is  approx im ate ly  $100 ,000  more th an  th e  amount 
co n trib u ted  by th e  Com pany in  1957, S evera l fac to rs  e n te r in to  th e  
a c tu a r ia l  com putation  of th e  am ount of con tribu tion  requ ired  each  
y e a r to  ad eq u a te ly  fund th e  P la n . It i s  not to  be a ssu m ed  n e c e s sa r ily  
th a t th e  en tire  in c re a s e  in  th e  to ta l  co n trib u tio n  in  1958 a s  com pared
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w ith  th e  con tribu tion  in  1957 w as th e  re s u lt  of th e  am endment to  th e  
b enefit formula referred  to  a b o v e . The in c re a se  in  one y ear of a p ­
proxim ately  25 per cen t in  th e  to ta l amount of th e  con tribu tion  cover­
ing a  f is c a l  y ear i s  s ig n if ic a n t. If th e re  h a s  not been  a s ig n ifican t 
change in  th e  num ber of em ployees a n d /o r  th e  ra te s  of p ay , i t  is  a 
good in d ica tio n  th a t th e  in c re a se d  c o s t to  th e  Company w as due 
p rin c ip a lly  to  th e  am endm ent to  the  b en efit fo rm ula .
The ex tra  b en efit th a t a husband  or a w ife of an  em ployee may 
rece iv e  from S ocial S ecurity  upon reach ing  age 65 in  no w ay a ffe c ts  
th e  amount th a t th e  re tired  em ployee w ill be pa id  under th e  Company 
P lan .
D isc lo su re  o f th e  P lan  in  the  F in an cia l S ta tem en ts—On th e  
A sse t s id e  of th e  B alance Sheet of th e  Company th e re  is  no in d ica tio n  
of a Fund being  accum ulated  for th e  paym ent of p en sio n s to  em p loyees. 
The accounting  trea tm en t accorded  th e  m onthly con tribu tions to  th e  
T rustee  of th e  Fund follow s th e  same p rin c ip le  a s  a revenue charge 
for s a la r ie s .  A re la tiv e ly  sm all amount of th e  con tribu tion  made 
each  y e a r is  c a p ita l iz e d . The c ap ita liz a tio n  of a  part of th e  pension  
con tribu tion  occurs in  connec tion  w ith  th e  co n stru c tio n  p a y ro ll. The 
to ta l p ension  c o s t in  1958 am ounted to  approxim ately  5 per cen t of 
the  to ta l  p a y ro ll. C onstruc tion  payro ll w as loaded  to  th e  ex ten t of 
approxim ately 4 per cent in  1958. For c a p ita liz a tio n  pu rposes th is  
item  am ounted to  approxim ately  $ 7 2 ,0 0 0 . On th e  ba lance  sh e e t 
p resen ted  in  th e  Annual Report for 1958 th e  amount c a p ita liz e d  on
161
c o n stru c tio n  work in  p ro g ress  i s  in c lu d ed  in  th e  figure rep resen tin g  th e  
E lec tric  U tility  Plant (at o rig in a l c o s t) ,  th e  in i t ia l  a s s e t  c la s s if ic a t io n .  
The am ount c a p ita liz e d  in  co n n ec tio n  w ith  th e  p ay ro ll for d ism antling  
c e r ta in  p lan t item s is  in c lu d e d  under th e  D eferred  D eb its  head ing  a s  a 
pa rt o f R etirem ent W ork in  P ro g re s s . T his la t te r  item  w ill  u ltim ate ly  
be tra n s fe rre d  to  th e  D e p rec ia tio n  R e se rv e .
The o b lig a tio n  of th e  Com pany for unfunded p a s t  se rv ic e  l ia b ili ty  
is  re f le c te d  in  th e  N otes to  F in an cia l S ta te m e n ts . N ote 4 , page 21 of 
th e  1958 Annual R eport, in d ic a te s  th a t  th e  amount of th e  unfunded p a s t  
se rv ic e  l ia b ili ty  at D ecem ber 31 , 1958, w as approx im ate ly  $ 1 ,3 0 0 ,0 0 0 .
W ith  th e  ex cep tio n  of th e  am ount c a p ita l iz e d , th e  con tribu tion  
for bo th  p a s t se rv ice  c o s t and  curren t se rv ic e  c o s t  i s  re f le c te d  d irec tly  
in  th e  S ta tem en t of In co m e . The sp e c if ic  se c tio n  of th e  S tatem ent of 
Incom e in  w hich  th e  item  of p en sio n  c o s t  i s  in c lu d ed  in  "O ther 
O peration" under the  g e n e ra l c la s s if ic a t io n  of O perating  E x p e n se s .
The to ta l  con tribu tions for 1958 am ounted to  $556 ,157  of w hich  
$114 ,500  re p re se n te d  p a s t  se rv ice  c o n tr ib u tio n s .
Summary—The prim ary o b jec tiv e  of th e  m ateria l p re sen te d  in  th e  
p ag es  of th is  c a s e  study  i s  to  point ou t th e  p ra c tic a l a p p lica tio n  of 
th e  p ro ced u res  in c id en t to  th e  op era tio n  of a  medium s iz e d  em ployee 
p e n s io n  p la n . The C aro lin a  Power and Light Com pany P lan  offers a 
ty p ic a l exam ple of a n o n -co n trib u to ry , tru s te e d  ty p e  p la n . The in te rn a l 
p rocedura l ro u tin e  of ad m in is te rin g  a  p lan  w ill undoubtedly  vary  from 
com pany to  com pany. The b a s ic  re q u is ite s  of q u a lif ic a tio n , funding ,
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and sta tem ent reporting are carried  through in much th e  sam e m anner 
in  a ll w ell o rganized  p la n s .
The C aro lina  Power and Light Company h as  com plied w ith  a ll  r e ­
quirem ents of the  In te rna l Revenue C ode in  regard  to  q u a lif ic a tio n  of 
th e  tru s t and  the  exem ption from ta x  of th e  incom e of the  t r u s t . The 
con tribu tions to  th e  t r u s t ,  w ith in  lim its  a s  sp ec ified  by the  C ode , are 
deductib le  for income ta x  purposes .
The accounting  treatm ent accorded  the  p a s t se rv ice  c o s t by the  
Company follow s the  recom m endations con ta ined  in  Accouting R esearch  
B ulletin  N o . 47 of th e  American In s titu te  of C ertified  Public A ccountants . 
D isc lo su re s  of p e rtin en t Plan c o s ts  including  th e  b a lan ce  of th e  e s t i ­
m ated unfunded p ast se rv ice  co st o b liga tion  have  been  made in  th e  
no tes to  th e  fin an c ia l s ta te m e n ts . C hanges in th e  p rov is ions of the  
P lan  tha t h ad  a m ateria l e ffec t on th e  fin an c ia l reporting have been  
referred  to  in  the  Annual Reports of th e  Company a t th e  appropria te  
t im e s .
Although the  P lan  of th e  Company is  com prehensive and .com plete  
in  i ts  s tru c tu re  and o p e ra tio n , the  com m unication of th e  p ro v is io n s of 
th e  Plan to  th e  em ployees has been  accom plished  w ith  a minimum of 
te c h n ic a l lan g u ag e . The Retirem ent Board o ffers th e  em ployee an op ­
portunity  to  d isc u ss  p o in ts  in  th e  p lan  th a t may not be c le a rly  under­
s to o d . The personal a tten tio n  g iven  by the  group of seven  men on the  
Retirem ent Board to  th e  ind iv idual em ployee before re tirem en t, a t the  
tim e of re tirem en t, and a fte r h is  re tirem ent m eans much in  good public  
re la tio n s  for the  C om pany.
CHAPTER VI
ACCOUNTING AND ADMINISTRATION REQUIREMENTS OF DEFERRED
PROFIT SHARING PLANS
In  an e a r lie r  chap ter of th is  stu dy  th e  em ergence and growth of th e  
defe rred -benefit type  of em ployee b en efit p lan  w as se t  forth . The ta x  
advan tages afforded a b u s in e s s  opera ting  a q u a lif ied  p ension  or profit 
sharing p lan  of th e  type in c lu d ed  in  th e  d isc u ss io n  in  th is  study have 
been covered  in  d e ta il  in  C hap ter IV. The d e ta ils  of th e  above m entioned 
fac to rs which a re  re la te d  to  accoun ting  for deferred  profit sharing  p lans 
w ill not be re s ta te d  in th is  c h a p te r . A b rief summary of th e  ta x  a d ­
v an tag es  of a q u a lif ie d  p ro fit sharing p lan  is  in c lu d ed  at th is  point to  
in d ica te  some o f th e  im portant co n sid era tio n s  th a t m anagem ent, w hich 
in c lu d es  the ex ecu tiv e  le v e l a cco u n tan t, should  m aintain  before i t  in  
d e c is io n  m aking. A summary of th e s e  ad v an tag es i s  a s  fo llow s:
(l) th e  Code p ro v is io n s a llow  th e  em ployers to  deduct th e  con tribu ­
tio n s to  such p la n s  on a curren t b a s is ;  (2) th e  deposito ry  of th e  funds 
of th e  p lan , th e  t r u s t ,  i s  exem pt from a ll  Federal incom e ta x e s ; and 
(3) th e  taxing of th e  p a r tic ip a n t 's  sha re  of th e  t ru s t  accum ulation  is  
de layed  until h e  ac tu a lly  or c o n s tru c tiv e ly  re c e iv e s  th e  b e n e f i ts . 
Although th is  th ird  advan tage  does not in  any w ay affect th e  in te rn a l 
opera tion  of th e  p lan  from th e  em ployer's  s tan d p o in t, it may be a
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s ig n if ic a n t fa c to r  in  the  u ltim a te  s u c c e s s  of th e  p la n .  If th e  in d iv id u a l 
em ployee is  aw are  of th e  p o s s ib il i ty  o f a  c a p i ta l-g a in  trea tm e n t of h is  
re tirem en t b e n e f i t ,  an ad d ed  in ce n tiv e  i s  p resen t fo r in c re a s e d  p e rso n a l 
p ro d u c tiv ity . In th is  la t te r  re sp e c t th e  em ployer i s  v ita lly  c o n ce rn e d .
Throughout th is  study  th e  underly ing  concep t h a s  b een  th a t th e  
p la n , e ith er p en s io n  or p ro fit sh a r in g , is  of th e  d e fe rre d -b e n e fit  type  
and th e  in te n tio n  of the b u s in e s s  i s  to  qualify  th e  p la n  and  k eep  it 
q u a lif ie d . In  order to a c h ie v e  th is  o b je c tiv e  th e re  a re  c e r ta in  req u ire ­
m ents th a t m ust be com plied  w ith . Four of th e s e  p rin c ip a l requ irem en ts 
in  a co n d en sed  form are th e  fo llow ing: (1) the  w ritte n  p la n , inc lud ing  
a t r u s t  a g re em e n t, must p rov ide  a d e fin ite  form ula for a llo c a tio n  of 
the  c o n trib u tio n s  among p a rtic ip a n t acc o u n ts  o f th o s e  em ployees in ­
c lu d ed  in  th e  p lan ; (2) th e  p lan  m ust c o n ta in  d e fin ite  ru les  concern ing  
the  m anner an d  tim e th a t d is tr ib u tio n  o f b e n e fits  w ill  be m ade from th e  
tru s t  to  the em ployees; (3) d isc rim in a tio n  in  favo r o f h igh ly  p a id  em ­
p lo y e e s  who a re  o ffice rs , s to ck h o ld e rs  or su p e rv iso rs  i s  p roh ib ited ; 
and (4) the  p la n  and tru s t m ust be for th e  e x c lu s iv e  b en e fit o f the  
e m p lo y e e s , an d  the tru s t agreem ent m ust be ir re v o c a b le .
A m ajor change brought about by  th e  T reasu ry  R egu la tions under
th e  1954 C ode concerns th e  de te rm ina tion  of th e  am ount of p ro fits  to
be sh a re d . In  1956 the  T reasu ry  am ended i ts  R egu la tions to  rem ove
a form er requirem ent th a t a  profit sh a rin g  p lan  m ust prov ide a d e fin ite  
form ula for determ ining th e  p ro fits  to  b e  sh a red .^ - T his change  by
LR eg. S e c . 1 „ 4 0 1 -l(b )( l)( ii) ; T .D . 6189, IRB 1956-29 , p . 5 8 .
th e  T reasury  does not p rec lu d e  an  em ployer from includ ing  a  d e fin ite  
form ula for determ ining  co n trib u tio n s in  th e  p ro v is io n s  of th e  p la n .
An a lte rn a tiv e  to  th e  s t r i c t ,  d e fin ite  form ula p rocedure  is  th e  in c lu s io n  
in  th e  con tribu tion  form ula p ro v is io n  of th e  p lan  a  qua lify ing  c la u s e  
perm itting  th e  Board of D irec to rs  to  a d ju s t th e  am ount or m ethod of 
co n trib u tio n  in  any y e a r .  The f in a l c h o ic e  w ould be  to  have an  in ­
d e fin ite  form ula w hereby  th e  am ount to  be  co n trib u ted  each  y e a r  w ill 
b e  determ ined an n u a lly  by  th e  Board or e x ec u tiv e  g roup . R egard less  
of th e  form ula adop ted  by  th e  b u s in e s s , c o n trib u tio n s  m ust be  made 
on  more th a n  an o c c a s io n a l b a s i s .  The T reasury  h a s  made i t  c le a r  
on th is  po in t by say ing  th a t  i f  th e  p lan  do es not re s u l t  in  "recurring
and  su b s ta n tia l  co n trib u tio n s  ou t of p ro fits "  it  is  not a  q u a lif ied
2
profit sharing  p la n .
T able X appearing  on th e  fo llow ing  page p re s e n ts  d a ta  to  show 
in  s e le c te d  c a s e s  th e  ty p e  of p la n  being  em ployed and  th e  s iz e  of 
th e  com pany in  w hich  th e  p a rtic u la r  ty p e  p lan  i s  in  o p e ra tio n . The 
d a ta  co n ta in ed  in  th is  ta b le  w ere  o b ta in ed  by  M r. F lippo through 
q u e s tio n n a ire s  from 350 com pan ies in  th e  U n ited  S ta te s  having  profit 
sharing  p la n s . As ex p la in ed  by  M r. F lippo in  a foo tno te  to  th e  
o rig in a l Table , 9 q u e s tio n n a ire s  out of th e  350 re p lie s  w ere d e fic ie n t 
in  answ ering  th is  pa rt of th e  su rv e y , th ere fo re  on ly  341 com panies a re  
show n in  th e  T a b le . An in sp e c tio n  of th e  Table in form ation  show s
2R eg. Sec.. 1 .4 0 1 - l(b ) (2 ) .
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TABLE X
NUMBER AND PERCENTAGE DISTRIBUTION OF COMPANIES, 
BY SIZE, BY TYPE OF PROFIT SHARING PLAN
Size  of Company 
(Number of 
Employees)
Type of Plan
Total
Current
D istribu tion
Deferred
D istribu tion
C om bination
Plan
Number of C om panies
Under 250 120 44 14 178
250-499 31 22 5 58
500-999 8 31 5 44
1 ,0 0 0 -4 ,9 9 9 18 22 6 46
5 ,0 0 0 -1 9 ,9 9 9 5 7 1 13
20 ,000  and Over 1 1 2
Total 183 127 31 341
Percen tage  D istrib u tio n
U nder 250 67 .4 24 .7 7 .9 100 .0
250-499 53 .5 37 .9 8 .6 100 .0
500-999 18.2 70 .5 11 .3 100 .0
1 ,0 0 0 -4 ,9 9 9 3 9 .1 47 .8 13 .1 100 .0
5 ,0 0 0 -1 9 ,9 9 9 38 .5 53 .8 7 .7 100.0
20, 000 and Over 5 0 .0 5 0 .0 100 ,0
Total 5 3 .7 37 .2 9 .1 100 .0
Source: Edwin B . F lippo, Profit Sharing in  Am erican B u sin ess  (Colum bus, 
Ohio: Bureau of B usiness R esearch , C o llege of Commerce and Ad­
m in is tra tio n , The Ohio S ta te  U n iv e rs ity , 1954), Table 1, p . 30.
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th a t the  concen tra tion  in th e  number and in  the  percen tage  of th e  current 
d is trib u tio n  type p lan  is  in  th e  com panies w ith th e  sm a lles t number of 
em ployees . It is  p o ss ib le  th a t  a com parable ta b le  p repared  today  
w ould show re s u lts  moving more in th e  d irec tio n  of th e  deferred  d is ­
trib u tio n  type  of p la n . The fu ll im pact of th e  changes made in  th e  1954 
Code in  re sp ec t to  profit sharing  p lans h ad  not b een  rea liz ed  w hen the  
d a ta  for Table X w ere accum ulated .
SELECTED BASIC PIAN CONSIDERATIONS
In itia l P lanning D e c is io n s—Each em ployer who is  contem plating  
th e  e stab lish m en t o f some ty p e  of em ployee benefit p lan  of th e  defe rred - 
benefit type  is  anx ious to  m ake a s  w ise  a  d e c is io n  as p o ss ib le  in  the  
p lan  s e le c tio n . The answ er to  the  q u e s tio n  of th e  type  of p lan  to  be 
adopted  may not be  ob ta ined  e a s i ly . In  c e rta in  c a s e s  the  d e c is io n  
may requ ire  leng thy  d isc u ss io n s  involv ing  p a s t b u s in e ss  perform ance 
a s  in d ic a te d  by th e  f in an c ia l s ta te m e n ts . The re a so n  for th is  c r it ic a l 
a n a ly s is  of p a s t opera ting  re s u lts  and th e  p ro jec tion  of future ea rn ­
ings is  c le a r  w hen th e  m agnitude of th e  fund th a t may be accum ulated  
in  th e  future is  c o n s id e re d . It is  not im p o ssib le  to  find th a t th e  s ize  
of a  profit sharing  fund of th e  d e fe rred -b en efit type  is  larger in  do llar 
amount th an  th e  to ta l  a s s e ts  of the  b u s in e s s  th a t c rea ted  i t .  One of 
th e  p rin c ip a l rea so n s  for th e  rap id  grow th of a fund of th is  type  is  the 
ta x  free  e a rn in g s . Assum ing th e  investm en t of th e  funds in  common 
s to c k s , it  is  e a s ily  seen  th a t a con tro lling  in te re s t might be acquired
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in  o ther c o rp o ra tio n s . A lthough th is  la t te r  s i tu a tio n  may no t offer any  
s ig n if ic a n t ad v an tag es  under ce rta in  c o n d it io n s , i t  could  in  o ther c a s e s  
enab le  a co rpo ra tion  to  in su re  a  sou rce  of supply  of goods or in  o th e r 
w ays s tren g th en  tra d e  r e la t io n s h ip s .
A ssum ing th e  b u s in e s s  e le c ts  to  e s ta b lis h  a profit sharing  p la n  
of the  d e fe rre d -b e n e fit ty p e  or a com bination  of th a t  type  p lan  and a  
p en sio n  p la n , th e  d e ta ils  o f putting  th e  plan in to  opera tion  must be  
w orked o u t. One of the  m ajor d e c is io n s  requ ired  is  th e  d e te rm in a tio n  
of th e  ty p e s  of b e n e fits  to  b e  provided  by the p la n .
T ypes of B enefits That May be P rov ided— Some of th e  fav o ra b le , 
ta n g ib le  re s u l ts  th a t  a b u s in e s s  may ex p erien ce  from an e ffec tiv e  p ro fit 
sharing  p lan  can  b e  the  c h a n g e s  in  th e  follow ing item s: a  red u c tio n  in  
un it co s t; l e s s  sp o ilag e  and  w aste ; red u ced  a b se n te e ism  and  turnover; 
and , in c re a s e d  o u tp u t. O ther r e s u lts  of a more in ta n g ib le  nature  may 
a ls o  acc ru e  to  th e  b u s in e s s  a s  a r e s u l t  of a m ore s ta b le  and  b e tte r  
s a t is f ie d  group of em p lo y ees . In a d d itio n  to  re tirem en t incom e, th e  
v arious b e n e fits  th a t  may b e  provided in  a d e fe rre d -b e n e fit  p lan of 
th is  type  can  prov ide much of the  a n sw e r to  th e  very  favo rab le  o v e ra ll 
e ffect of th e  in c lu s io n  of th is  type item  in th e  b u s in e s s  program .
From a s tr ic t ly  m onetary  s tan d p o in t the  k ey  p ro v is io n  of a d e ­
ferred  p ro fit sha ring  p lan  i s  th e  provid ing  of re tirem en t incom e to  th e  
em ployee . This paym ent may take  th e  form of a  lump sum  cash  p a y ­
m ent, or th e  em ployee may e le c t to  re c e iv e  m onthly paym ents from an 
annuity  p u rch a se d  w ith h is  share  of th e  tru st fund  at. th e  d a te  of h is  r e ­
tirem en t o
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D eath  and d is a b il i ty  b e n e fits  may be in c lu d ed  a s  p ro v is io n s  in  
th e  p la n . If  an  em ployee d ie s  during em ploym ent and a  d e a th  benefit 
p ro v isio n  i s  inc luded  in  th e  p la n , h is  b e n e fic ia ry  can  re c e iv e  th e  d e -  
c e a se d  p a r t ic ip a n t 's  sh a re  of th e  t ru s t  fund . A p rov ision  of th is  type  
may be v iew ed  a s  a  type of in su ra n ce  th a t i s  w ithout c o s t  to  th e  in ­
d iv idual sharing  in  th e  fu n d . Paym ents may a ls o  be m ade to  an em ­
p loyee  in  c a s e  of an  a cc id e n t occurring  w h ile  he  is  perform ing h is 
d u tie s  in  th e  b u s in e s s .
Some p lan s in c lu d e  a p rov is ion  for s ic k  p a y . It m ay be provided 
th a t th is  ty p e  paym ent w ill  be  made only in  c a s e s  of len g th y  i l ln e s s  
p e r io d s . A p rov ision  of th is  type may have a  hea lthy  p sy c h o lo g ic a l 
e ffect on th e  em ployee e s p e c ia l ly  if  he h as  h eav y  f in a n c ia l re ­
sp o n s ib il i t ie s  ,
An em ployee may be  faced  w ith  an u n u su a l f in an c ia l s tra in  in  h is  
p e rso n al a f f a i r s . He may b e  unab le  to  g ive  su ffic ien t se c u r ity  to  
w arran t a  com m ercial lo an  from a reco g n ized  lending  in s t i tu t io n . The 
p lan  may c o n ta in  a p ro v is io n  perm itting  th e  em ployee to  app ly  for th e  
w ithd raw al of a part of h is  sh a re  of th e  fund . If the  w ith d raw a l is  
g ran ted , th e  im m ediate h e lp  rendered  th e  em ployee by th e  p lan  should  
serve  to  s tren g th en  h is  lo y a lty  to  th e  firm .
S ev eran ce  pay may be  in c lu d ed  a s  a p a rt of the p la n .  The em ­
p lo y e e 's  sh a re  of the  fund may se rv e  as a ty p e  of em ergency  buffer 
a fte r em ploym ent se v e ra n c e  and befo re  re lo c a tin g .
The p rofit sharing  p rin c ip le  may be added  to  a p e n s io n  p lan .
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The advan tages of both type  p lan s  are en joyed  by the  em ployee w hen a 
b u s in e ss  is  ab le  to  inco rpora te  both of them  in to  the  retirem ent p rogram „
W ith e ach  ad d itio n a l b en efit p rov ision  th a t is  inc luded  in  any 
em ployee b en efit p lan  th e  requirem ents im posed  on th e  accoun ting  d e ­
partm ent in c re a se  to  some d e g re e . The in c re a se d  work load  and r e ­
sp o n sib ility  may be more rou tine  and in te rn a l sy stem  problem s th an  
d e c is io n  m ak ing . In o th er unusua l or more com plex p lan  p rov ision  
con ten t th e  accoun tan t may be  c a lled  on to  e x e rc ise  h is  te c h n ic a l 
know ledge in  ou tlin ing  p rocedures th a t follow  accep ted  p rin c ip le s  and 
w ill y ie ld  r e s u l ts  perm itting accu ra te  sta tem en t p re se n ta tio n .
The C ontribu tion  Form ula— In se le c tin g  a  profit sharing  p lan  a ll  
p a rtie s  concerned  should  be aw are of th e  fac t th a t th e  inheren t c h a ra c ­
te r is t ic s  of th is  type p lan  p rec lude  th e  determ ination  in  advance of th e  
e x ac t amount of benefit to  be provided th e  em ployee a t re tire m e n t. No 
fixed  commitment in  d o lla r  amount is  im posed  on th e  em ployer. Re­
g a rd le ss  of th e  formula u se d  by th e  b u s in e ss  in  determ ining co n trib u ­
tio n s  to  th e  t r u s t ,  th e  profit v a ria tio n  from period  to  period  is  a 
m ateria l determ ining fac to r in  th e  even tual b e n e fits  a  re tired  em ployee 
w ill r e c e iv e . The se rv ic e s  of ne ither an  ac tuary  nor an in su ran ce  
company are n e c e ssa ry  in  the  formula determ ination  or in  th e  opera tion  
of th e  p lan . A w ell q u a lif ied  tru s te e  i s  e s s e n t ia l  to  th e  su c c e ss fu l 
opera tions of th e  function  of th e  tru s t .  From an  ad m in istra tiv e  s ta n d ­
poin t the  p a s t se rv ice  of em ployees does not offer a s much of a problem  
in  th e  form ula com putations under a d e fe rred -b en efit p rofit sharing  p lan
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as  i t  o c c a s io n s  in  th e  de te rm ina tion  of em ployer co n trib u tio n s under a 
p en sio n  p la n . If p a s t  se rv ic e  i s  not reco g n ized  in  th e  com position  of 
th e  a llo c a tio n  form ula, th e  re tirem en t b e n e f its  w ill be  sm alle r for th e  
em ployee w ho is  o lder and is  approach ing  re tirem en t age  at th e  tim e 
of th e  p lan  in c e p tio n . U nder a p en sio n  p la n , com pensa tion  can  be 
made for en tra n ce  age and p a s t  s e rv ic e .
If a  b u s in e s s  s e le c ts  a d e fin ite  p ro fit sharing  form ula, i t  b reaks 
down in to  tw o b a s ic  p a rts :
(1) A d e fin itio n  of "p ro fits"  for pu rp o ses of th e  
p la n , and
(2) A p rov ision  spec ify ing  w hat part of th e s e  
“p ro fits "  i s  to  be  co n trib u ted  to  th e  tru s t  under th e  
p la n .
As a c o lla te ra l m a tte r , a p ro v is io n  sp ec ify in g  
w h e th er or not th e  annual co n trib u tio n  sh a ll be reduced  
by  fo rfe itu res  re su ltin g  from te rm in a tio n  of em ploym ent 
of members w ill se rv e  to  augm ent (2) a b o v e .^
The u sa g e  of th e  term  “profit"  is  so  v a ried  th a t a d e fin itio n  of it 
sp e lle d  out in  te rm s th a t le a v e  no doubt a s  to  w hat i s  in ten d ed  is  e s ­
se n tia l  in  a  b en e fit fo rm ula . "The e x c e s s  of rev e n u e , p ro c e e d s , or
4
se llin g  p rice  over re la te d  c o s ts "  is  a d e fin itio n  of p ro f it. This d e fin i­
tio n  a s  g iv en  by M r. Kohler w ill prove e n tire ly  s a tis fa c to ry
3
G . Barron M allo ry , How to  Set Up a  S u c c e ss fu l P ro fit-Sharing  
P lan  (Englewood C l i f f s , New Je rsey : P re n tic e -H a ll, I n c . ,  1957), 
p . 104.
4
Eric L. Kohler, A D ic tio n ary  For A ccountan ts (Englewood 
C lif fs , New Je rsey : P re n tic e -H a ll, I n c . ,  1957), p .  389.
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in  many c a s e s  of a general app lica tion ,. In order to  define "profit" for 
u se  in  a  formula com putation a p refix  and num erous su ffixes of lim iting 
or qualify ing  type may be req u ired .
The maximum amount of profit to  be  con tribu ted  to  th e  tru s t by th e  
em ployer may be in fluenced  or even determ ined by the  amount of the  
con tribu tion  perm itted  for deduction  in  ta x  com putation  under th e  1954 
C o d e . In any e v e n t , th e  part of th e  profit to  be con tribu ted  to  the  tru s t  
under a d e fin ite  profit sharing  form ula m ust be se t forth c lea rly  in  the  
p lan .
The p lan  m ust in d ic a te  w hat w ill happen to  th e  amount of sh a res  
of th e  fund a ris in g  from the  em ployer's  con tribu tion  th a t a re  fo rfe ited  
by an em ployee who w ithdraw s from employment w ithout having a 
v e s ted  in te re s t  in  th e  p lan . The more genera lly  fo llow ed a lte rn a tiv e  
is  for th e  sh a res  of th e  rem aining p a rtic ip an ts  of th e  fund to  be in ­
c re a se d  by the  amount of th e  fo rfe ited  s h a r e s . This a llo ca tio n  to  the  
acco u n ts  of rem aining p a rtic ip a n ts  must be done on a nond iscrim ina- 
tory b a s i s .  The o ther cho ice  i s  for th e  em ployer to  apply  th is  fo rfe ited  
amount ag a in s t subsequen t co n trib u tio n s . The se le c tio n  by th e  em ­
ployer of th e  p a rticu la r a lte rn a tiv e  is  a point th a t w ill a ffect both the  
in te rn a l adm in istra tion  and accoun ting  for the  p lan  as w ell a s the  
amount of benefit u ltim ately  to  be rece iv ed  by each  p a r tic ip a n t.
E x tracts of ce rta in  inform ation from four corporate  profit sharing  
p lans are  shown in  Table XI on th e  follow ing p a g e . This inform ation 
w as tak en  from th e  com pilation  of profit sharing d a ta  on 300 com panies
TABLE XI
UNIVERSAL OR MAJORITY ELIGIBILITY
D eferred P lans
S eria l 
Number 
of Plan 
A
Number of 
Em ployees 
B
Employer C ontribu tion  Before or
After Taxes 
H I
A llocation  to  
Ind iv iduals 
M
Vesting
N
125 17,500 8% , but com pany c o n tr . must 
not reduce  net earn ings below  
7% of c a p ita l or exceed  ta x -  
deductib le  maximum. Company 
assum es various fringe c o s ts  
p rev iously  paid  by em p lo y ees.
B 1 un it for each  $100 of 
to ta l com pensation  to  
$ 5 0 ,0 0 0 , 1 unit for each  
y ear of se rv ic e . Forfei­
tu re s  a llo ca ted  lik e  
company co n tr.
4% per y e a r of 
se rv ic e . M is­
conduct c la u s e .
128 14,500 Profit in  $ m illions 
5%—L ess th an  $40 
6% ~$40 to  $60 
7%— $60 to  $80 
8%—over $80—
to  ta x  deductib le  maximum. No 
paym ent in  any y e a r w hen no 
common dividend p a id .
B A cc. to  b a se  pay . 
Forfeitures a c c .  to  
c red it b a la n c e s .
10% a fte r 5 y ea rs  
of p a rtic ip a tio n , 
th en  15% per y ear 
to  100% a fte r 11.
130 12,000 After 6% of net w o rth , 10%, up 
to  10% of p a rtic ip a n ts ' p ay .
B A cc. to  sa la ry . Full im m ediate 
v e s t in g .
162 3 ,000 10%, up to  15% of p a r tic i­
p a n ts ' pay
B 1 p t .  each  $ of em ployee 
c o n tr . 1 p t . each  y ear of 
se rv ice  to  15. 2 p t s . e a .  
y e a r over 15 . Forfeitu res 
tre a te d  as fund e a rn in g s .
20% for f irs t  5 
y ears  of se rv ic e , 
then  5% per year 
to  100% afte r 20 
y e a r s .
Source: P . A. Knowlton, Profit Sharing Patterns (Evanston, I llin o is : Profit Sharing R esearch  Foundation, 
1954), p . 96 -106 .
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a s p u b lish ed  by th e  Profit Sharing R esearch  F oundation . The com panies 
w ith  th e  D eferred  P lans and  M ajority  E lig ib ility  ranged in  s iz e  from 
130 ,000  em ployees to  10 em p lo y ees . As no ted  in  the  in form ation  c o n ­
ta in e d  in  th e  T ab le , the  em ployer co n trib u tio n  in  each  of th e  four c a s e s  
i s  d iffe ren t. This p o in ts  up th e  la titu d e  open to  m anagem ent in  e s ­
ta b lish in g  a  fo rm ula . It may be an in d ic a tio n  in  some c a s e s  th a t th e  
form ula re s u lte d  from barga in ing  be tw een  m anagem ent and  th e  un ion .
Although th e  T reasury  do es not now requ ire  a d e fin ite  form ula 
for determ ining c o n tr ib u tio n s , it does req u ire  a d e fin ite  form ula for 
a llo c a tin g  con trib u tio n s among e lig ib le  e m p lo y e e s . C olum ns H and 
M of T able XI c o n ta in  re p re se n ta tiv e  p ro v is io n s  of p lan s  i llu s tra tin g  
th e  requ irem en ts in  e ffec t a t th e  p resen t tim e under th e  1954 C ode co n ­
cern ing  th e  con tribu tion  and  th e  a llo c a tio n  of th e  c o n trib u tio n . An 
a n a ly s is  of th e  v a rio u s p lan s  covered  in  th e  survey re fe rred  to  above 
show s c o n s id e ra b le  v a ria tio n s  in  th e  m ethods of a llo c a tio n  to  in d i­
v id u a ls  even  though a ll  a llo c a tio n s  w ere  m ade on a d e fin ite  form ula 
s ta te d  in  th e  p la n . P lan 125 in  Table XI co n ta in s  a p ro v is io n  for a l ­
lo c a tio n  to  in d iv id u a ls  th a t  h a s  rec e iv e d  w id e -sp re a d  a d o p tio n .
V esting p ro v is io n s  a s  show n by colum n N of T able XI w ill  be  co n sid e red  
in  th e  parag raphs th a t fo llo w .
V esting -—The term  "v es tin g "  i s  be ing  u se d  in  th is  d is c u s s io n  to  
m ean th e  in d iv id u a l p lan  p a r tic ip a n ts ' r ig h ts  to  c red its  becom ing fixed  
or n o n fo rfe itab le . The len g th  of se rv ice  requ ired  of an  in d iv id u a l em ­
p loyee  by  a p a rtic u la r  em ployer before any v e s tin g  b eg in s  w ill vary
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among em ployers . The b u s in e s s  may be gu ided  by th e  C ode q u a lif ic a ­
tio n  requirem ent in  e s ta b lish in g  i t s  v e s tin g  s c h e d u le . If th e  v e stin g  
right ta k e s  p la c e  "a t some re a so n a b le  tim e , " th e  p lan  m eets th is  
p a rticu la r  e lem ent o f th e  overa ll nond iscrim inato ry  req u ire m e n t.
Table XI in d ic a te s  th e  v a ria tio n  in  th e  v e s tin g  rig h ts  in  th e  four p lans 
i l lu s tra te d .-  Full im m ediate v e s tin g  i s  p rov ided  in  one of th e  c a s e s  
show n. T his im m ediate  v es tin g  p ro v is io n  i s  in  th e  m inority  of th e  
c a s e s  p re s e n te d . "M ost com panies provide for som e form of g radu ­
a ted  v e s t in g . Some cu t the  g rad u a tio n  off a t ,  s a y , 50% and lim it fu ll 
v e s tin g  (100%) to  term ina tion  of em ploym ent on accoun t of re tirem en t, 
d is a b il i ty ,  or d e a th ." 5 Full v e s tin g  i s  req u ired  by th e  In te rn a l 
Revenue S erv ice  i f  a  p lan  is  te rm in a ted  or if  th e  em ployer d isc o n tin u es  
making c o n trib u tio n s  to  th e  t r u s t .
P ortions of T able  28 appearing  in  S tu d ies  in  P ersonnel P o licy ,
N o . 162, N a tio n a l In d u s tria l C on ference  B oard, In c . have b een  in ­
c luded  a s  Table XII in  th is  study  on th e  fo llow ing p a g e . C e rta in  
d e ta ile d  l is t in g s  of fu ll v e stin g  from 11 y e a rs  through 35 y e a rs  w as 
om itted  in  th e  p rep a ra tio n  of T able  XII w ithou t th e  lo s s  of im portant 
da ta  p e rtin en t to  th e  p resen t p o in t of d is c u s s io n . The co n cen tra tio n  
of v e s tin g  r ig h ts  upon te rm ina tion  of em ploym ent occu rs in  th e  gradu­
a ted  fu ll v e s t in g . Almost 60 p e r cen t of th e  150 p lan s  rev iew ed  in  th e  
study  by th e  N a tio n a l In d u stria l C onference  Board co n ta in ed  a
^G . Barron M a llo ry , o p . c i t . , p . 140.
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TABLE XII
VESTING RIGHTS UPON TERMINATION OF EMPLOYMENT
V esting Rights
N o. of 
P lans
% of 
P lans
o a o o o 0 O Q 0 O
O 0 P O 0 0 O G
a a c p o c p O
0  0  0 0  0 6  0
0 0 0 0 0 o o o o o
0 0 0 0 0 0 0 4 0 0 0 0
e e o o e o o  0 0 0 0 0 0
0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
O 0 O O 0 O O Q 0 0 P O 0 0 4 O P  
, 0
0 0 0 0 0
O O e O P O O o o O
o o e o o o o o o o n o o o o o
Im m ediate v e s tin g  of fu ll amount 
Full v e s tin g  a fte r:
1 y e a r .  .
2 y e a rs  .
3 y e a rs  .
4 y e a rs  .
5 y e a rs  .
10 y e a rs  .
10 y e a rs  a s  con tribu to r, 15 years" se rv ice  . 
G raduated  fu ll v e s tin g  . . . .
Full v e s t in g , 3 y ea rs  
33 1/3% each  y e a r . . .
Full v e s t in g , 4 y ea rs
2nd y e a r , 33 1 /3% , in c re a s in g  33 1/3% each  yr, 
Full v e s t in g , 5 y ea rs
1 y e a r , 40%, in c re a s in g  20% each  y ear 
U nder 5 y e a r s ,  50%
1 y e a r , 10%; 2 y e a r s ,  30%; 3 y e a rs  50%; 4 
y e a rs  75^  . o . o . o . o . o .  . . . . . . . . .
1 y e a r , 50%; in c re a s in g  10% each  y e a r  
Full v e s t in g , 6 y ea rs
1 y e a r , 50%, in c re a s in g  10% each  y e a r  .
Full v e s t in g , 7 y e a rs
3 y e a r s ,  60%, in c re as in g  10% each  y e a r  .
Full v e s t in g , 9 y ea rs
2 y e a r s ,  12 1 /2% , in c re a s in g  12 1/3% each  y r. 
Full v e s t in g , 10 y ea rs
10 /o e ach  year o . o . . . . .  . . . o o o . .
3 y e a r s ,  12 1/2% , in c re a s in g  12 1/2% each  y r. 
5 y e a r s ,  20%, in c re a s in g  2 0% each  y e a r  
5 y e a r s ,  5 0%, in c re a s in g  10% each  y e a r
o 0 o 0 o
o 0 u 0 o 0 o
0 0 0 0
O 0 O O
0 O O
4 0 0 0
O O O 0
0 0 c 0 U 0 0
O O P
32
11
89
2 l
2
1
2
23
21 .5
7 .4
59 .7
Full v e s t in g , 11 y e a rs  through  35 y e a rs  om itted  
L ess th an  fu ll v e s tin g  . .  . . . . . . . . . . . . . . . .  .
G raduated  on b a s is  of a g e . . . . . . . . . . . . . . . . .
Amount of v e s tin g  depends on c a u se  of te rm in a tio n .
No v e s t i n g . . . . . . . . . .
Not sp e c if ie d  . . . . . . . .
a In one com pany deduct sh a re  for p reced ing  y e a r 
^ In  one com pany deduct tw o p reced ing  y e a rs
Source: Sharing P rofits W ith  E m ployees, S tu d ies  in  P ersonnel P o licy , No, 
162, N a tio n a l In d u s tr ia l C onference  Board, In c . (New York: 1957), Table 
28 , p . 36 .
6 0 O
3 2 .0
6 4 .0
2 1.3
1 0 .7
150 100 .0
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g rad u a ted  fu ll v e s tin g  p ro v is io n . I t i s  noted  th a t w ith in  th e  g rad u a ted  
fu ll v e s tin g  group th e  fu ll v e s tin g  a f te r  te n  y e a rs  w ith  a  10 per cen t 
v e s tin g  each  y e a r  p ro v is io n  acco u n ted  for approx im ate ly  25 per cen t 
of th is  m ajority  g roup . A su ffic ie n t am ount of th e  o rig ina l ta b le  is  
in c lu d ed  in  Table XII to  in d ic a te  th e  d iv e rs ity  of p ro v is io n s  of th e  
p lan s  s tu d ied  a s  p e rta in s  to  th e  v e s tin g  rig h ts  o f th e  in d iv id u a l 
p a r t ic ip a n ts . The fac t th a t  th e  C ode does not sp ec ify  an  ex ac t 
num ber of y e a rs  a s  a v e s tin g  requ irem ent may have  re s u lte d  in  th e  
g re a te r  v a rie ty  of v e stin g  rig h t p ro v is io n s  th a n  w ould  have  b een  th e  
c a s e  if  a uniform ra te  or tim e  period  h ad  been  req u ire d .
Investm en t of Trust F unds—The s iz e  and  com plex ity  of th e  t ru s t  
o p e ra tio n  w ill afford som e in d ic a tio n  of the  ty p e  of t ru s te e  th a t w ill 
be requ ired  in  th e  proper a d m in is tra tio n  of th e  t r u s t . If perm itted  by 
th e  s ta tu te s  and approved by  in te rn a l b u s in e s s  ag reem en t, an  in d i­
v idual may a c t a s  t r u s te e .  If an in d iv id u a l i s  s e le c te d  for th is  r e ­
s p o n s ib ili ty , com plete  im p a rtia lity  m ust be e x h ib ited  by th a t pe rson  
in  a ll  t ra n s a c tio n s  invo lv ing  the  t r u s t .  A ssum ing perm anency of th e  
profit sharing  p la n , th e  n eed  for p ro fic ien cy  and  con tinu ing  se rv ice  
of a t ru s te e  are  b a s ic  re q u is ite s  for a n  e ff ic ie n tly  ad m in iste red  p la n . 
The c e r ta in ty  of reduced  a c tiv ity  and  u ltim ate ly  th e  re tirem en t of a 
p a rtic u la r  in d iv id u a l may w eigh  h e a v ily  in  favo r of th e  s e le c tio n  of a 
co rpo ra te  t r u s te e .  U nder c e r ta in  co n d itio n s  th e re  is  no a lte rn a tiv e  to  
th e  s e le c tio n  of a  w e ll q u a lif ie d  and  w e ll equ ipped  co rpo ra te  t r u s te e .  
W ith in  th e  b u s in e s s  a com m ittee may perform th e  function  of a t ru s te e ,
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and a c u s to d ia n , g enera lly  a b an k , can  perform th e  operating  d u ties  of 
th e  t r u s t .  This se c tio n  of the  study  is  concerned  w ith  the opera tions of 
th e  tru s t  to  a much g rea te r  degree than  w ith  the  form ation or com position  
of th e  tru s t i t s e l f .
The C ode p rov isions do not re s tr ic t  to  any s ig n ifican t ex ten t the  
type  of investm en ts th a t may be made from th e  t r u s t . The C ode re ­
q u ires th a t a t a ll  tim es th e  tru s t m ust be opera ted  for th e  b e n e fit of th e  
em ployee p a r t ic ip a n ts . As has been  p o in ted  out e a r lie r  in  th is  study, 
c e rta in  incom e of th e  t ru s t  may be su b jec t to  tax  depending on the  
source  of th e  incom e. Engaging in  "proh ib ited  t r a n s a c tio n s ” by the 
t r u s t ,  a s  ou tlined  on page 85 of th is  s tu d y , w ill r e s u l t  in  th e  lo s s  of 
ta x  exem pt s ta tu s  to  th e  t r u s t . S pecific  requ irem ents co n ta in ed  in 
Revenue Ruling 33 are in c lu d ed  in  th e  quo ta tio n  th a t  fo llow s:
. . . a sa le  of se c u r it ie s  to  th e  tru s t may benefit th e  
vendor in  th a t i t  may have re su lte d  in a p ro fit to  h im , 
but e s s e n t ia l ly  th e  pu rch ase  by th e  tru s te e  must have  
been  for the  b e s t  in te re s ts  of th e  tru s t; i . e . , the c o s t 
m ust not exceed  fa ir m arket v a lu e  at tim e of p u rch a se , 
a fa ir  return  com m ensurate w ith th e  p reva iling  ra te  
should  be p rov ided , su ffic ien t liq u id ity  shou ld  be 
m ain tained  so a s  to  perm it d is tr ib u tio n s  in  acco rdance  
w ith  th e  term s of the  p lan , and th e  safeguards th a t a 
prudent in v es to r  would look to  should  e x is t .  These 
e s s e n t ia ls  are  equally  ap p licab le  to  the s to ck  or 
se c u r it ie s  of th e  employer.®
The rou tine  investm en t of profit sharing  tru s t funds in  so  ca lled  
“b lue ch ip  se c u r it ie s "  w ill  be  excluded  from con sid era tio n  in  th is  d is ­
c u s s io n . The investm ent in  th e  stock  or ob lig a tio n s of the  c rea to r of
^Revenue Ruling 33 , 1953-1 CB 272.
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th e  t ru s t  requ ire  c a re fu l a p p ra isa l  of th e  im m ediate and long range 
e ffect of such  h o ld in g s . The In te rn a l Revenue S e rv ice  req u ire s  th a t 
in  c a s e s  of tru s t ow nersh ip  of th e  com pany 's  own s to c k  full d isc lo su re  
must be  made of th e  rea so n s  for such  in v e s tm e n t.
C e rta in  sp e c ia liz e d  c a s e s  re su ltin g  from in v es tm en ts  o f th e  
profit sharing  tru s t  funds w ill  be  d e v e lo p ed . A num ber of b u s in e s s  
problem s may be so lv ed  a s  a  re s u l t  o f th e  p u rch ase  of th e  com pany 's  
own s to c k  by th e  t r u s t . Four s i tu a tio n s  in  w hich th e  favorab le  e ffec t 
of th e  p u rch ase  of th e  com pany 's  own s to ck  by th e  t ru s t  may b e  re a liz e d  
are se t  forth  in  th e  follow ing h e a d in g s :
1 . B u sin e ss  C o n tin u a tio n  in  a  C lo se  C o rp o ra tio n .
2 . T ransferring  O w nership  of B u s in e ss .
3 . C ontro l of B u sin e ss  Through P ro fit-S haring  T rust.
4 . F inancing  a Grow ing C orporation  Through a  P ro fit-  
Sharing T rust.
Some e x p an s io n  of th e  in d iv id u a l s itu a tio n s  re fe rred  to  above 
w ill in d ic a te  th e  in d ire c t or a u x ilia ry  e ffe c ts  p o s s ib le  as a re s u lt  of the  
e x is te n c e  and a p p lic a tio n  of th e  profit sharing  t ru s t  funds in  th e  c o r­
p o ra tio n 's  own s to c k .
In  an  effort to  re liev e  th e  ta x  p re s su re  th a t m ay be p lac ed  on th e  
e s ta te  o f a d e c e a se d  major s to ck h o ld e r in  a c lo s e ly  he ld  co rp o ra tio n , 
an agreem ent can  be  made w hereby  th e  t ru s t  w ill p u rch a se  a ll  or part 
of th e  s to c k  of th e  in d iv id u a l a t h is  d e a th . The re s u l t  of th e  t ru s t  fu l­
filling  i t s  part of th is  agreem ent w ill m ean tha t th e  con tro l of th o se
^Tax Id eas  R ep o rt, (Englewood C l i f f s , New Je rsey : P re n tic e -  
H a ll, I n c . ,  1957), p .  7550 -7551 .
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shares o f stock acqu ired  is  re ta in ed  in  th e  " fam ily ."  The funds used  
to  p u rch a se  th e se  sh a res  o f stock  w ere accum ulated  out of earn ings 
before ta x e s .  This.'.-is v a s tly  d ifferent from th o se  c a s e s  w here the  co n ­
tin u a tio n  of the b u s in e s s ,  if  d e s ire d , m ust be accom plished  through the  
accum ulation  of funds from earn ings a fte r t a x e s .
If an  ind iv idual s tockho lder or group of stockho lders w ish e s  to  
d isp o se  of th e ir ho ld ings in  a corporation  before  d e a th , c e rta in  a lte rn a ­
tiv e s  a re  p o s s ib le . The open m arket, even  on an over the  counter 
b a s is ,  u su a lly  w ill offer a ready  m eans of d isp o sin g  of th e  sh a re s .
This m ethod of d isp o sa l of th e  stock  may re su lt in  w ide and d iv ers ified  
ow nership  w ith only  a sm all portion of th e  stock  being  pu rchased  by 
em ployees and o ther stockho lders of th e  com pany. Another a lte rn a tiv e  
is  for th e  profit sharing  tru s t to  pu rchase  th e  s h a r e s . The advan tages
under su c h  c ircum stances are :
(a) The stock  i s  pu rch ased  w ith  money BEFORE ta x e s ,  
ra th e r th an  a fte r ta x e s  .
(b) The em p lo y ee -b en e fic ia rie s  rece iv e  th e  stock  (and 
have th e  consequen t in ce n tiv e  v a lue  in  i ts  ow ner­
ship) in  much th e  sam e m anner a s  th ey  w ould have 
had th ey  p u rchased  the  stock  d ire c tly , excep t th a t 
it is  he ld  in  th e ir  tru s t  acco u n ts  ra th e r than  in  th e ir  
p e rso n al acco u n ts  (and, th u s ,  i ts  earn ings are not 
cu rren tly  tax ed  to  th em ).
(c) U nder such an arrangem ent, d is trib u tio n  of part or 
a ll of th e  stock  can  be made to  th e  em ployees at 
th e ir  retirem ent or th e ir  acco u n ts  can  be liq u id a ted  
on th e  b a s is  of th e  ac tu a l c a sh  va lue  of th e ir  h o ld ­
ings .
(d) If d e s ira b le , p rov ision  can  a lso  be made for r e ­
pu rchase  of th e  stock  by th e  tru s t a t an em ployee 's 
death  or in  c a s e  he d e s ire s  to  s e l l ,  th u s assu rin g
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its  u ltim ate  re d is tr ib u tio n  to  th e  next em ployee 
g e n e ra tio n . 8
The th ird  sp e c ia liz e d  c a s e  of th e  u se  o f th e  funds of th e  profit 
sharing  t ru s t  to  re ta in  th e  con tro l of th e  b u s in e s s  finds i ts  p rin c ip a l 
a p p lic a b ility  in  a co rpo ra tion  of su ffic ien t s iz e  to  have i t s  stock  
l is te d  on an  e x ch a n g e . A con tinu ing  p ro c e ss  of stock  a cq u is itio n  
through open  m arket or o ther m eans can  re s u lt  in  th e  even tua l e ffec tiv e  
contro l of th e  co rpo ra tion  be ing  v e s te d  in  th e  t r u s t .  In com bination , 
th e  s to c k  h e ld  by m anagem ent and th e  stock  he ld  by th e  tru s t se rv e  to  
form a vo ting  b loc  cap ab le  of in te rn a l m anagem ent p e rp e tu a tio n .
The a p p lica tio n  of th e  p rin c ip le  of s e lf  financ ing  i s  ex h ib ited  in  
th e  c a s e  of a profit sharing  tru s t  providing funds for th e  expansion  of 
th e  com pany. The in d iv id u a l em ployee shou ld  reco g n ize  th is  p a rticu la r  
p rocedure  a s  a fu rther streng then ing  of h is  p o s itio n  in  h is  "own" b u s i ­
n e s s .  I f  added f in an c ia l s u c c e s s  dev e lo p s a s  a re su lt  of th e  ex pansion  
program , c a p ita l  a p p re c ia tio n  of th e  sh a re s  of stock  i s  a lm ost a x io ­
m atic . D epending upon th e  top  incom e b rac k e t of th e  com pany, th e  
d o lla rs  p rov ided  for ex p an sio n  through th e  profit sharing  tru s t c an  be 
double or more th e  am ount p rov ided  by com parab le  earn ings on an 
a fte r ta x  b a s i s .
T able XIII on th e  follow ing page  show s th a t s lig h tly  over 40 per 
cen t of th e  to ta l  a s s e t s  in  d o lla rs  of th e  114 com panies is  in v e s te d  in  
common s to c k . This in v es tm en t in  common stock  is  a lm ost even ly
8I b i d . , p . 7551.
TA.BLE XIII
TOTAL ASSETS IN 114 DEFERRED PROFIT SHARING TRUSTS, CLASSIFIED BY KINDS OF
ASSETS AND SIZE OF FUND 
DOLLARS (IN THOUSANDS)
A sse ts  A sse ts  A sse ts  $1 ,000  A sse ts  $2 ,000  A sse ts  $5 ,000
Total A sse ts  under $500 $500 to  $999 to  $1 ,999 to  $4 ,999  and over
Kind of A sse ts_________ $ % $ % $ %_______ $ %_______ $ %_______ $ %
C ash  and deposits  
U nited S ta tes 
ob liga tions 
Corporate bonds 
Preferred stock 
Common s to ck , 
own co»
Common s to ck , 
other co .
Other a s s e ts  
Total a s s e ts
Number of 
com panies 
Number of 
p a rtic ip an ts
21,917 4 .9 594 9 .5 1,039 7 .5 3 ,200 10.1 5 ,831 7 .5 11,253 3 .6
113,868
77,309
12,541
25 .6
17.3
2 .8
2 ,113
1,039
367
33 .9
16.7
5 .9
3 ,556
2,927
550
25 .8
21 .2
4 .0
10,605
6,597
2 ,120
3 3 .4
20 .8
6 .7
18,824
15,559
2 ,244
24 .4
20 .1
2 .9
78,770
51,187
7 ,261
24 .9
16.2
2 .3
86,157 19.4 635 10.2 2 ,122 15.4 2 ,089 6 .6 12,998 16.8 68,312 2 1 .6
93,594
39,846
445,232
21 .0
8 .9
100.0
1,099
379
6,226
17.7
6 .1
100.0
2,387
1,223
13,804
17.3
8 .9
100.0
5 ,221
1,964
31,796
16.4
6 .2
100.0
15,213
6,584
77,253
19.7
8 .5
100.0
69,673
29,697
316,153
2 2 .0
9 .4
100.0
114 26 19 21 25 23
194,259 10 ,805a l l ,8 7 1 a 17,959a 42,302 'a l l l , 3 2 2 a
aNumber of p a rtic ip an ts  not g iven  in  one com pany.
Source: Sharing Profits W ith E m ployees, S tud ies in  Personnel P o licy , N o. 162, N ational In d u stria l C onference 
Board, In c . (New York: 1957), Table 37 , p . 47.
d iv ided  b e tw een  th e  com pany 's own stock  and stock  of o u ts id e  com ­
p an ies  . An a n a ly s is  of th e  d a ta  u sed  in  p reparing  Figure 3 < page  154 
of th is  s tu d y , show ed th a t 39 per cen t of th e  a s se s s  of co rpora te  
p en sio n  funds a t th e  end of 1958 w as rep re se n te d  by common s to c k s . 
This la t te r  p e rcen tag e  is  b a se d  on th e  m arket v a lu e  of s e c u r it ie s  at 
th e  c lo s e  of 1958 . The com position  of th e  p en sio n  fund a s s e t s  on a 
n a tio n a l b a s is  and  th e  com position  of th e  profit sharing  tru s t  a s s e ts  
in  th e  114 s e le c te d  com panies rev e a le d  an  alm ost id e n tic a l pe rcen tag e  
for common stock  h o ld in g s . A lthough th e re  may be  more fle x ib ility  or 
freedom  of s e le c tio n  of ty p e s  of s e c u r it ie s  in  th e  profit sharing  tru s t 
th an  in  th e  p en s io n  fund, th e  figu res p re se n te d  show  th a t th e  in v e s t­
ment p a tte rn  h as  h e ld  fa irly  c o n s ta n t through th e  tw o ty p es  of fund 
a s s e t s .  U nited  S ta te s  o b lig a tio n s  and co rpo ra te  bonds accoun t for 
approx im ately  43 per cen t of th e  to ta l  p ro fit sharing  tru s t a s s e ts  as 
recorded  in  Table XIII. The fixed  v a lu e  ty p e  investm en t s t i l l  ho lds a 
prom inent p lace  in  po rtfo lio s rep re sen tin g  funds of independen t groups 
for w h ich  a t ru s te e  i s  re s p o n s ib le .
In teg ra tio n  W ith  S o c ia l S ecurity  B e n e f i ts - -The sam e coverage  
requ irem en ts m ust be met for a q u a lif ied  d e fe rre d -b e n e fit p lan  of the  
profit sha ring  ty p e  th a t a re  requ ired  for a p en sio n  p la n . S ec tion  
401(a) of th e  C ode p re sc r ib e s  th e  req u irem en ts . Under se c tio n  401(a)
(3)(B) th e  C om m issioner is  em pow ered to  approve a profit sharing  p lan  
to  in c lu d e :
such  em ployees a s  qualify  under a c la s s if ic a t io n  
se t up by th e  em ployer and found by th e  S ecre ta ry  or
h is  d e le g a te  not to  be d isc rim in a to ry  in  favor of em ­
p lo y ees who are o f f ic e rs , s h a re h o ld e rs , p e rso n s w hose 
p rin c ip a l du ties c o n s is t  in  su p e rv is in g  th e  work of 
other em p lo y ees , or highly co m p en sa ted  em ployees;^
From th e  foregoing q u o ta tio n  i t  i s  c le a r  th a t not a l l  em ployees 
of th e  b u s in e ss  have  to  b e  inc luded  in  th e  p lan  for the  t r u s t  to  be 
q u a lif ie d . C la s s if ic a tio n s  may be e s ta b l is h e d  by the  em ployer a c ­
cording  to  " w a g e s ."  "T hus, a c la s s if ic a t io n  w hich  e x c lu d es  a ll 
em ployees w hose  entire  rem uneration  c o n s titu te s  "w ages" under 
s e c tio n  3121(a)(1), w ill no t be c o n sid e red  d isc rim in a to ry  m erely 
b e c a u se  of such  e x c l u s i o n . S e c t i o n  3121(a)(1) re fe rs  to  "w ages"  
for pu rp o ses of th e  F edera l In su rance  C on tribu tion  A c t. The em ployer 
is  m atching th e  co n trib u tio n  of the  em ployee each  y ear up to  the  
maximum amount p re sc rib ed  under th e  p ro v is io n s  o f th e  S o c ia l S ecu rity  
Act a s  am ended . The co n trib u tio n  m ade by  th e  em ployer for h is  em ­
p lo y ee  under S o c ia l S ecu rity  is  ap p aren tly  one of th e  p rin c ip a l re a so n s  
for th e  non -d isc rim in a to ry  trea tm en t th a t may be  acco rded  a c la s s i f i ­
c a tio n  exclud ing  "w ages" p e rso n n e l.
In  the  d isc u ss io n  th a t  fo llo w s, re fe ren ce  w ill be m ade to  th e  
b a se  figure of $ 4 ,2 0 0  for S o c ia l S ecu rity  ta x  p u rp o se s . As of June 1, 
1959, th e  R egulation  1 .4 0 1 -3  has not b een  re v is e d  to  re f le c t  the  
ch an g e  in  the  so c ia l  se c u r ity  tax  b a s e  from $ 4 ,2 0 0  to  $ 4 ,8 0 0 , e n a c te d
^In ternal Revenue C ode of 1954, S ec tio n  401(a)(3)(B). 
10Reg. 1 .4 0 1 -3 (e ) ( l) .
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by P . L .  8 5 -8 4 0 , e ffe c tiv e  w ith  re s p e c t  to  ta x  y e a rs  beg inn ing  a f te r  
1958.
The d e te rm ina tion  of th e  maximum lim its  ap p licab le  to  a profit 
sh a rin g  p lan , w h ich  e x c lu d es  sa la ry  below  $ 4 ,2 0 0  from th e  a llo c a tio n s  
fo rm ula , is  som ew hat co m p lica ted . E s se n tia lly , how ever, e x c e s s -  
b e n e fit or in te g ra te d  p ro fit sharing  p la n s  a re  su b je c t to  th e  follow ing 
re s tr ic tio n s :
1. The m axim um , inc lu d in g  any fo rfe itu res  th a t can  
be a llo c a te d  to  any em ployee in  any  y ear i s  9 3 /8  p e rcen t 
of th e  p a rtic ip a tin g  em p lo y ee 's  covered  com pensa tion  
above $ 4 , 2 0 0 .  H ow ever, a minimum a llo c a tio n  of $60 
may b e  m ade in  any y ear a llo c a tio n s  are  m ad e .
2 . A llo ca tio n s must g e n e ra lly  be made on a s tra ig h t 
r a t io -o f - s a la ry  b a s is  and d is tr ib u tio n  of b e n e fits  c an  
be m ade only at retirem ent or se p a ra tio n  from se rv ic e .
3 . An em ployer can  have  no o th er p lan  involv ing  
in te g ra tio n  (such  a s  a p e n s io n  p lan  w ith  a S o c ia l ^
S ecu rity  o ffse t) covering th e  sam e group of e m p lo y e e s .
O ther d e ta ile d  co n d itio n s in c id en t to  th e  profit sharing  p lan s  
th a t a re  in te g ra te d  w ith  so c ia l  se c u rity  w ill not be covered  in  th is  
s tu d y . The prim ary em phasis  is  fo cu sed  on th o se  profit sharing  p lan s  
th a t a re  d e s ig n ed  for th e  ra n k -a n d -f ile  e m p lo y ees . The accoun ting  
te c h n iq u e s  to  be  d is c u s s e d  in  th e  fo llow ing se c tio n  of th is  ch ap te r 
are th o se  of g e n e ra l a p p lic a b ili ty .
PARTICIPANT ACCOUNTING REQUIREMENTS
U n less  th e  accoun ting  departm ent o f a b u s in e s s  p rov ides th e
U T ax  Id e a s  R eport, o p . c i t . , p .  7542 .
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fin an c ia l in form ation  requ ired  in  a l l  ty p es  of in te rn a l and pub lic  re p o rt­
in g , i t s  prim ary function  is  not be ing  fu lf il le d . The adop tion  by a 
b u s in e ss  o f a  d e fe rred -b e n e fit ty p e  of p ro fit sharing  p lan  im poses a d d i­
tio n a l and sp e c ia liz e d  accoun ting  te c h n iq u e s  on th e  accoun ting  d e p a rt­
ment . In order to  fu lfill i t s  fu n c tio n  com ple te ly  in  co n n ec tio n  w ith  
pertinen t fund a c t iv i t ie s ,  acco u n tin g  shou ld  do th e  follow ing:
1. Provide th e  reco rd s  n e c e s s a ry  for making y ea rly  
rep o rts  requ ired  by th e  ta x  reg u la tio n s  .
2 . G ive th e  v a lu e  of th e  e n tire  fund on th e  d a te s  
sp e c if ie d  by th e  te rm s of th e  p lan  for determ ining  
m em bers' in te r e s t .
3 . Furnish  th e  in v es tm en t com m ittee w ith  ad eq u a te  
in form ation  so  th a t th e y  can  te l l  w he ther th ey  are  
running th e  fund p ro f i ta b ly .
4 . S eg reg a te  em ployee c o n tr ib u tio n s , if  an y , from 
com pany c o n tr ib u tio n s .
5 . Provide a fu ll acco u n tin g  of th e  fund w henever 
re q u ire d .
6 . R ea llo ca te  fo rfe itu res  to  rem aining  m em bers of 
th e  p la n . ^
A ctuaria l C om putations v s . P a rtic ip a n t A llo ca tio n s—In e a r lie r  
ch ap te rs  a tte n tio n  w as g iven  to  th e  dem anding requ irem ents of an 
a c tu a r ia lly  sound p en sio n  p la n . The c h o ic e  of an  in su red  p en sio n  
p lan  or of a n o n -in su red  p lan  w a s  p re se n te d  w ith  th e  accoun ting  and 
financing  fea tu re s  of each  ty p e  developed  in  som e d e ta i l .  A lthough 
involved a c tu a r ia l  c a lc u la tio n s  are  not req u ired  in  th e  planning  for and
12M allo ry , op_. c i t . , p .  5 1 6 .
187
the adm in istra tion  of a profit sharing p lan , the  determ ination of each  
em ployee 's  changing equity in  the  t ru s t  through d e ta i le d  accounting  
records i s  exac ting . An inherent c h a rac te r is t ic  of the  deferred profit 
sharing typ e  p lan , uncerta in ty  of the amount of the  even tual d is t r ib u ­
tion  to  each  p a rt ic ip an t,  em phasizes  th e  need  for co n s tan t  review and 
ad justm ents  to re f lec t  changes in  market va lue  of se c u r i t ie s  in the  
t ru s t .  The u se  of th e  orig inal co s t  of s e cu r i t ie s  in  determining the  
dollar va lue  of the  to ta l  un its  due a  partic ipan t at the  time of h is  w i th ­
drawal w ill  genera lly  prove u n sa t is fa c to ry .  The accounting  problems 
involved in  the  ad justm ent of p a r t ic ip a n ts '  accoun ts  w ill  be considered  
in  i t s  proper p lace  in  the  period ic  summary w o rk . "Proper pa rtic ipan t 
accounting  under a  p ro f i t-shar ing  p lan  requ ires  more exac ting  accu racy  
than  even  the  complex ac tu a r ia l  com putations th a t  go in to  a w e ll- ru n  
pension  p lan .
B asic  Accounting Records to  be M ain ta ined—The type  of t ru s te e  
s e le c te d  by the e s tab l ish in g  b u s in e ss  entity  w ill  determine to some 
extent at le a s t  the  va rie ty  and design  of the  accounting  re c o rd s . If 
an ind iv idua l is  s e le c te d  as the  t ru s te e ,  the  records required  may 
vary from th o se  m aintained if  a  corporate  t ru s te e  i s  em ployed. Each 
company w ill  ta i lo r  the  records to  fit in to  i ts  own in te rna l sys tem .
The app lica tio n  of th e  princip le  of machine accounting  w ith in  a b u s i ­
n e ss  i s  only one in s tan c e  to  be noted among many fac tors  leading  to 
l i te ra l ly  hundreds of va ria tions  in accounting  te c h n iq u e s .
1 ^Tax Ideas Report, o p & cil» , p. 7560-A*
A review  of th e  jo u rn a ls ,  l e d g e rs ,  and supporting docum ents th a t  
are  u t i l iz e d  in  th e  profit sharing f in an c ia l  record  keep ing  and report 
p repa ra tion  p rec ed e s  th e  d is c u s s io n  of the  sp e c ia l iz e d  accoun ting  r e ­
qu irem en ts .  At l e a s t  tw o jo u rn a ls ,  a s  c o n s tru c ted  in  the  genera lly  
a c c e p te d  m anner, are needed  in th e  recording  of th e  t ru s t  fund t r a n s ­
a c t io n s  . A c a sh  re c e ip ts  and d isbu rsem en ts  record  and a s tandard  two 
column gen era l  jou rna l w il l  enab le  th e  ind iv idual t ru s te e  to  record  any 
tra n s a c t io n s  a r is in g  in  con nec tion  w ith  th e  t ru s t  a c t iv i t ie s .  A com ­
bined  jou rna l may be  u se d  in  c a s e s  w here cond itions ju s t ify  i t .  The 
re la t iv e ly  sm all va rie ty  of ty p e s  of t r a n s a c t io n s  to  be recorded  in  the  
t ru s t  opera tions perm its th e  u se  of only a few jo u rna ls  w ith  f lex ib il i ty  
a ttach ing  to  th e  u se  of th e s e  r e c o r d s . The key  point in  th is  connec tion  
is  not to  d e sc r ib e  the  p h y s ic a l  arrangem ent or com position  of the  
jo u rn a ls ,  but ra th e r  to  in d ic a te  th a t  an  accoun ting  record  of th e  journal 
type  should  be provided for a ll  e n tr ie s  involving both c a sh  and  non­
c a sh  t ru s t  t r a n s a c t io n s .  If a co rpora te  t ru s te e  is  employed by a 
com pany, the  jo u rn a ls  re ferred  to  above w ould  be m ain ta ined  by the  
agency  em ployed.
In term inology app lied  in  a  g enera l  accoun ting  s e n s e ,  a  genera l 
ledger i s  requ ired  for th e  re la t iv e ly  sm all number of accou n ts  needed  
to  sum m arize fund t ra n sa c t io n s  . If  th e  number of p lan  p a r t ic ip an ts  is  
sm all and a ll  of th e  reco rds  referred  to  above are m ain tained  by the  
com pany, the  d e ta i le d  inform ation o f each  m em ber's equity  may be 
m ain tained  a s  a su b d iv is io n  of th e  genera l led g e r .  In c a s e s  involving
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th e  se p a ra t io n  of some of the  b a s ic  records b e tw ee n  th e  company and  
th e  co rpora te  t r u s t e e ,  a  subs id ia ry  ledger of p a r t ic ip a n ts '  acco u n ts  i s  
needed  o This membership ledger i s  ord inarily  m ain ta ined  by  th e  em­
ployer o
In  add ition  to  th e  journals  and  ledgers  re fe rred  to  a b o v e ,  c e r ta in  
forms or exh ib its  p e cu lia r  to  accoun ting  for p ro fit  sharing a re  e s s e n t ia l  
to  proper ad m in is tra t io n . Assuming th e  e x is te n c e  of an  adv iso ry  com ­
m ittee to  the  t r u s t e e , a s ta tem ent summarizing th e  c a sh  p o s i t io n  of th e  
fund at d e s ig n a ted  in te rv a ls  i s  a gu ide  for th i s  committee in  making 
recom m endations and d e c i s io n s . The report may be p repared  on a 
monthly b a s i s  or a t  such tim es a s  d e s ig n a ted  in  th e  p lan  p ro v is io n s .
In e s s e n c e  th is  report i s  an i te m iz ed ,  ch ronolog ical a n a ly s is  of th e  
c a sh  accoun t of the  fu n d .
An exhibit s im ila r  to  th e  conven tiona l b a la n c e  sh e e t  i s  prepared  
to  report the  do lla r  v a lue  of th e  fund a s s e t s  a t  a  g iven d a te .  A point 
of d ifference  in  th is  report and a b a la n c e  sh e e t  a s  commonly c o n ­
s tru c ted  i s  the  va lu ing  of fund se c u r i t ie s  at m arket p rice  w ithout 
regard  to  th e  re la t io n sh ip  of the  c o s t  of th e s e  se c u r i t ie s  to  th e ir  
current market p r i c e . The frequency  of the  p rep a ra tion  of th is  s t a te ­
ment by th e  t ru s te e  depends on th e  in te rva l s e le c te d  for a d ju s tin g  th e  
unit v a lu e  of the  p lan  p a r t ic ip a n ts .  The ad jus tm en t must ta k e  p lace  
a t l e a s t  once a y ea r  to  comply w ith  a q u a lif ic a tio n  requ irem en t, thus  
the  report of a s s e t  v a lu es  would be  prepared a t  l e a s t  once each  f i s c a l  
y e a r .
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The type  b a lan ce  sheet referred  to  above is  supported  by 
sch ed u le s  providing de ta iled  information about a ll  t ru s t  fund t r a n s ­
ac tions in  se cu r i t ie s  during the  d es ig n a ted  period . Also included in  
the  sch ed u le s  is  the  l is t in g  of the  ba lance  of each  secu ri ty  c la ss  a s  
of the end of the p e rio d . From current information furn ished  to them , 
the  adv iso ry  committee w ill be ab le  to  make com parisons with p rev ious 
periods a s  regards th e  income earned  on the  se c u r i t ie s  and the market 
va lue  of th e  s e c u r i t ie s  on the  re sp e c t iv e  d a te s .
A m ulti-co lum n report of the  working paper type  i s  a convenient 
device  for accum ulating a l l  the information n e c e s sa ry  to  determine per  
unit va lue  a t  a de s ig n a ted  d a te .  The su bs id ia ry  p a r t ic ip a n ts '  ledger  is  
the  source  accounting  record for th e  preparation  of th i s  working p a p e r .  
The re sp o n s ib i li ty  for th e  p repara tion  of th is  m ateria l l ie s  with th e  
party m aintaining th e  subs id ia ry  le d g e r .  All un its  p a id  to  members 
during th e  y ear  for re tirem en t, dea th  b e n e f i t ,  d i s a b i l i ty ,  e tc .  must 
be accoun ted  for a s  red u c tio n s .  If  fo rfe itu res are u se d  to  in c rease  r e ­
maining p a rt ic ip an ts  u n it ,  the  in c re a s e  due to  th is  occurrence w ill  be  
re f lec ted  ind irec tly  on th is  working paper .through per  unit value 
in c r e a s e .
Depending upon the  in te rna l sys tem  a rrangem ent, a  plan p a r t i c i ­
pant w ill  be  furnished e ither  a s ta tem en t of h is  account balance or an  
account book conta in ing  th e  information of the  accoun t ac tiv ity . This 
information should be furnished the  partic ipan t at l e a s t  once a y e a r ,  
genera lly  imm ediately after the  fund v a lu a tio n .  The subsid iary
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p a r t ic ip a n ts '  ledger fu rn ish es  th e  inform ation for th e  p repara tion  of 
th e s e  n o t i c e s .
Reports and Forms Required by In te rna l Revenue S e rv ice — Section  
1.404(a)~2 of the  R egula tions p re sc r ib e s  the  m a te r ia ls  and sc h ed u le s  
th a t  are to  be  f i led  w ith  th e  t a x  re tu rn . Points to  be  inc lu ded  in  th e s e  
sc h e d u le s  are the  follow ing: b a lan ce  sh e e ts  th a t  g iv e  d e ta i l s  of the  
t ru s t  a c t iv i t ie s ;  th e  number of em ployees th a t  cam e in to  th e  p lan  and 
w ent out of th e  p lan  w ith in  th e  d e s ig n a te d  period; an d , th e  pay  s ta tu s  
and b e n e f i ts  of the  p lan  p a r t ic ip a n ts  .
S ec tio n  6033(a) of th e  In terna l Revenue C ode  requ ires  th a t  an 
annual re tu rn  be f i led  se t t in g  forth in  d e ta i l  the  a c t iv i t ie s  of th e  t r u s t .  
Form 990-P  is  fu rn ished  for com pliance  w ith  th is  C ode p ro v is io n .  This 
report i s  due by the  15th day of the  5th month follow ing th e  c lo s e  of 
th e  t r u s t 's  annual accoun ting  p e rio d . If  th e  t ru s t  rece iv ed  un re la ted  
b u s in e s s  incom e, i t  i s  requ ired  to  f i le  Form 9 9 0 -T . By February 28th 
following each  c a le n d a r  y e a r  th e  t r u s te e  must f i le  Forms 1099 for a ll 
b e n e f ic ia r ie s  of th e  t ru s t  who have re c e iv e d  or had  made a v a i la b le  
tax a b le  amounts of $600 or m ore. Summary Form 1096 is  requ ired  in  
c a s e s  w here  Forms 1099 w ere  f i led  a s  p re sc r ib e d .
The company i s  requ ired  to  fu rn ish  su b s ta n t ia t in g  e v id en ce  of 
the  b a s e s  on w hich th e  a llow ab le  deductions  and lim ita t ion s  of th e s e  
deductions  were c a lc u la te d .
Annual A djustm ents to  P a r t ic ip a n ts 1 A cco u n ts—For e a c h  y ea r  
a fte r  th e  y e a r  of th e  in i t ia l  co n tr ibu tion  by  the  com pany in  e s ta b l is h in g
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th e  fund, ce r ta in  ad jus tm en ts  must be  made in  the  accounts  of th e  
ac t iv e  members of the  p la n .  Two b a s ic  fac tors give r i s e  to the  need  
for th e s e  a d ju s tm e n ts . T hese  fac to rs  are: (1) changes  in  the amount 
of the  fund b a lan ce  due to  earnings and gains or lo s s e s  re a l iz e d  or 
un rea lized  during the  year;  (2) forfeitures by former pa rt ic ip an ts  of a ll  
or part of the ir  fund c re d i ts  .
Actual fund earn ings and re a l iz e d  ga ins and lo s s e s  through 
secu r i ty  t ran sac tio n s  p re se n t  no part icu la r  problem in  a sce r ta in ing  a 
net do lla r  in c re a se  or d e c re a se  for th e  period . An audit of the  t ru s t  
tran sac tio n s  can  be performed to  provide a ve rif ica tio n  of and c e r t i f i ­
c a t io n  to  the  e x is te n c e  and  c o rrec tn ess  of the  figures d isp lay e d . The 
ev a lu a tion  of th e  t ru s t  a s s e t s  in order to re f lec t  current market v a lu e s  
i s  undertaken  at the  adjustm ent d a te . .  For th o se  se cu r i t ie s  th a t  a re  
a c t iv e ly  traded  on the  exch anges  or in  the  o v e r- th e -c o u n te r  dea lings  
a market p rice  can  be  ob ta ined  w ith  no p a rt icu la r  d iff icu lty . In th o se  
c a s e s  involving s e c u r i t ie s  for w hich there i s  no read ily  a sce r ta in ab le  
market v a lu e , an a p p ra isa l  of the  p resen t  va lue  b a se d  on orig inal co s t  
and other supporting current data  provides a  b a s i s  for va lu a tio n . 
Sec tion  (j) of Revenue Ruling 33 perta in ing  to  th i s  point: i s  reproduced 
below :
Valuation of se c u r i t ie s  on inventory d a t e . —-Any type 
of qua lif ied  p lan  which provides for d is tr ibu tions  in  a c ­
cordance with am ounts, s ta te d  or a sc e r ta in a b le ,  c red ited  
to p a rt ic ip an ts  ( i . e . ,  profit-sharing., stock bonus., and 
some se lf  adm inistered  t ru s tee d  money purchase  pension  
p lans) must provide for a va lua tion  of se cu r i t ie s  held  by 
by the  t ru s t ,  a t  l e a s t  once a year, on a  spec if ied
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inventory  da te  in  acco rd an ce  w ith  a method c o n s is te n t ly  
follow ed and uniformly a p p l ie d . For such  purpose*, fa ir  
market va lue  on the  inventory d a te  is  g e n e ra l ly  a c c e p t ­
ab le  . The re s p e c t iv e  acco un ts  of p a r t ic ip a n ts  are th e n  
to  be a d ju s ted  in  acco rdan ce  w ith  the  v a lu a t io n .
Assuming the  de te rm ina tion  of an in c re a s e  or d e c rea se  in  the  
fund during a g iven  f is c a l  pe riod  a s  a r e s u l t  of th e  operation  of factor 
(1) d e sc r ib e d  above , th e  apportionm ent of th is  amount to  the  acco u n ts  
of the  p lan  p a r t ic ip an ts  i s  th e  next s te p .  The p lan  may provide that 
th is  c red it  or debit be  a l lo c a te d  to  the  a cc o u n ts  o f th e  ac tive  members 
of the  p lan  under ex ac tly  th e  sam e formula a s  company contribu tions 
a re  a l lo c a te d .  In an a ttem pt to  avoid th e  d ilu tion  of partic ipan ts"  
in te re s ts  in  a profit sharing  t r u s t ,  an a l te rn a t iv e  method may b e  used  
for the  ad justm ent p r o c e s s .  One view on th is  problem  is  p re se n te d  in  
th e  following quotation:
To prevent "w atering"  of b e n e f i ts  a lre ad y  cred ited  
to  p a r t i c ip a n ts , every  p ro f i t-sh a r in g  p lan  w hich  d e fe rs  
d is tr ib u tio n s  should  provide for annual ad justm ent of 
c re d i ts  ju s t  prior to  th e  time new  en tran ts  are  adm itted . 
O therw ise  th e  new com ers w il l  r e a l iz e  u n an tic ipa ted  
acc re t io n s  at the  ex p en se  of th e i r  sen io rs  in  p a r t ic ip a ­
t io n ,  or th e  re v e rse  may h ap p en , and th e  new en tran ts  
w il l  be  the  lo se rs  . ^
The pe rcen tag e  ga in  or lo s s  in  th e  fund b a s e d  on the  beg inn ing  of 
th e  year  b a la n ce  may be ap p lied  to  each  p a r t ic ip a n ts '  account th a t  made 
up the  beg inning  cum ulative  figure „ The change th a t  has  ta k e n  p lace
14Revenue Ruling 33, 1953-1 CB 272 .
15 Pension  and Profit-Sharing  S e r v ic e , (Englewood C l i f f s , New 
Jersey : P re n t ic e -H a l l , I n c . ,  1955), p .  3 058.
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during the y ea r  w ill  th u s  be  re f lec ted  in  th e  accounts of tho se  p a r t ic i ­
p a n ts  that had  been  in  th e  plan prior to  th e  g iven f is c a l  period and w ere  
in  th e  p lan  during the  en tire  current, p e r io d »
The u se  of t ru s t  u n i ts  has  b een  su g g es ted  as a means of correcting
1 fith e  flaw (dilu tion of in te res t)  in  a  plan., This techn ique  involves the  
recording of a  p a r t ic ip a n t ’s b en ef i ts  in term s of trust, u n i ts ,  the  value 
of which would be determined a t  the  end of each year  prior to  the 
company contribution  for tha t period and prior to  the  i s su a n c e  of new 
c red it  u n i ts .  The app lica tion  of th is  p rinc ip le  e s ta b l is h e s  an equitab le  
trea tm ent for a l l  pa rt ic ipan ts  reg a rd le ss  of whether it. i s  a favorable or 
an adverse  change  in  equ ity .
The re a l lo c a t io n  to  remaining pa rt ic ipan ts  of the  amounts forfeited  
during the period  by w ithdraw als of p a rt ic ip an ts  is  a ssum ed  in  the fo l­
lowing d i s c u s s io n .  This procedure is  more generally  u sed  in  profit 
sharing p lans th an  is  th e  a lte rna tive  of permitting forfeitures to reduce 
future company c o n tr ib u tio n s . There are sev era l  b a s e s  tha t  may be 
u sed  in  th is  rea l lo c a t io n  p ro c e s s .  It i s  important for the  company to  
adopt a method for forfeiture rea l lo ca t io n  th a t  will not re su l t  in  the  d i s ­
qu a lif ic a tio n  of the  t ru s t  a s  a r e su l t  of a ruling that, d iscrim ination  h as  
been  p ra c t ic e d .
Forfeited amounts may be apportioned  to  remaining p lan  members 
in  the  same manner th a t  annual company contributions are appo rtioned .
16Ibid. . p . 3059.
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If d e s i re d ,  a  s t ip u la tio n  in  the  plan may provide th a t  the rea llo ca tion  
Of th e  forfeited amounts w ill  be made to  each  account en ti t led  there to  
w hich w as  held  at the  beginning of the  year in  the  same proportion th a t  
th is  account b ears  to  the  to ta l  ba lance  of a ll  accoun ts  at the  end of 
the  y e a r .
A CASE STUDY -  THE AUDUBON INSURANCE COMPANY
The Audubon Insurance  Company, a Louisiana C orporation, has  
perm itted  the  author of th is  study to  make a personal in sp e c t io n  of the  
operation  of i ts  Profit Sharing Retirement P lan . The e ffec tive  date  of 
i ts  P lan  w as Decem ber 31, 1954, however i t  w as app licab le  to  the 
en tire  f is c a l  y ea r  ending on th a t  d a te .  The pa rt ic ip an ts  do not con­
tr ibu te  to  the  t ru s t  c rea ted  by th e  Plan and by the  Trust Agreement.
On M arch 31, 1959, an adjustm ent da te  of the  P lan , the  Plan had 22 
ac tiv e  p a r t ic ip a n ts .
In  the  d is c u s s io n  th a t  follows , c e r ta in  p rov isions of the  Plan 
and th§  Trust Agreement are rev iew ed . Particu lar a tten tio n  is  devoted 
to  the  parts  of the  instrum ents  tha t  e ither p rescribe  or influence  the  
accounting  trea tm ent of contributions and a llo ca tio n s  „
General C o n s id e ra t io n s—The Plan provides for com plete vesting  
at th e  end of tw enty  years  of se rv ice .  No w ithdraw al of any part of 
h is  sha re  of the  t ru s t  fund is  perm itted w h ile  the  employee i s  in  the  
ac tiv e  serv ice  of the  company. Two y e a rs  of continuous employment 
as  of th e  adjustm ent da te  on March 31st i s  n e c e ssa ry  before the
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em ployee is  e lig ib le  for membership in  the  Plan,, The normal re tirem ent 
da te  i s  the  ad justm ent d a te  co inc iden t w ith  or next following the  65th 
b irthday  of a p a r t ic ip a n t .
A com m ittee , appo in ted  by the Board of D irec to rs  of the  com pany, 
i s  to  ac t  as  the  profit sharing  com m ittee . Article III of th e  Trust A gree­
ment provides th a t  th is  sam e committee w ill  act a s  th e  inves tm en t com ­
m ittee .  A corporate  t ru s te e  i s  engaged to  ac t a s  c u s to d ia n  for th e  fund 
and to  perform du tie s  a s  s e t  forth in  th e  Trust A greem ent.
Company C ontribu tion  Formula—The annual con tribu tion  of the  
company to  the  t ru s t  fund is  to  be 5 per cen t  of the  "ad ju s ted  net 
profit" of the  company for th a t  pa rticu la r  f i s c a l  p e rio d . In no c a s e  w ill  
th is  con tribu tion  e x ceed  15 per  cen t of com pensa tion  o therw ise  pa id  
or acc rued  during the  ta x a b le  year  to  a ll  em ployees under the  plan,,
As s t ip u la ted  in  th e  P la n ,  "ad ju s ted  net profit"  means th e  net 
income av a ilab le  for undiv ided  p ro f i ts , su rp lus and d iv id e n d s , a f te r  
p rov is ion  for federa l and s ta te  income ta x e s  w ithout g iving c o n s id e ra ­
t io n  to  th e  amount to  be con tr ibu ted  to  th e  t ru s t  and  the  re su ltin g  r e ­
duction  of federa l and s ta te  income ta x e s  by re a so n  of such co n tr ib u ­
t io n .  An ad justm ent to  th e  foregoing procedure  p rov ides th a t  any ga ins  
or l o s s e s  from th e  s a l e ,  exchange  or o ther d isp o s i t io n  of a s s e t s  o ther 
than  furn itu re , t rad e  f ix tu re s ,  office equipment, or motor v e h ic le s  sh a l l  
be e x c lu d ed . A further q u a lif ic a tio n  p rov ides th a t  the  rem aining portion 
of th e  com pany 's  a d ju s te d  net profit a fte r  deducting  any company c o n ­
tr ib u tio n  and a fte r  deducting  for a ll  federa l and s ta te  income t a x e s ,
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must be an amount equal to  a t  le a s t  6 per  cent of the  average  of i t s  ne t 
worth a t  th e  beginning and end of the  f i s c a l  year under d e te rm in a tio n .
A llocation Formula—In determining the amount of th e  com pany 's  
contribution to be credited  to  each  p a rt ic ipan t two factors are con­
s ide red . These two factors are  the  s a la ry  of the  ind iv idual and the  
length of serv ice  of the  indiv idual p a r t ic ip a n t .  One unit i s  awarded 
for each  $100 or frac tion  equalling  or exceed ing  $5 0 of h is  annual normal 
com pensation for th e  la te s t  ca len d a r  y e a r  and for the  immediately p re ­
ceding tw enty-four years  of h is  employment by th e  com pany . "Annual 
normal com pensation" means payment for s tra igh t time or regular s a la ry .  
One unit share i s  awarded for each y e a r  period of h is  employment by the 
company up to and including the  then  current adjustm ent d a te ,  but not 
to  exceed  a to ta l  of tw en ty -five  unit sh a re s  a ttr ibu ted  to  y e a rs  of em ­
ployment . Six months or more in  any ca lendar  y e a r  shall be  c red ited  
as one y ea r  and l e s s  than s ix  months sh a l l  be d is regard ed .
Provision is  made for th e  em ployees to  rece iv e  c red it  for prior 
s e rv ic e . At the incep tion  of the  plan e a c h  employee w as en tit led  to  
the number of unit shares b a se d  on h is  se rv ice  w ith  the company prior 
to  the  p lan  adoption . W hen th e  employee has b een  with th e  company 
for a to ta l  of tw en ty -five  y e a r s ,  the com putation of h is unit credit 
based  on com pensation  sh a ll  co n s tan tly  move forward by th e  dropping 
of the  ear l ie r  year  and the adding of th e  la te s t  y e a r .
Membership Accounting—It is  required  by the  Plan th a t  a 
separa te  account be  m aintained for each  partic ipan t or re t ired  or
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d e ce ase d  partic ipan t having an  amount to  h is  c red it  under th e  P lan . If 
paym ents are being  made from the  fund to  a former p a r t ic ip an t or h is  
benef ic ia ry , th e  amount paid  during the  year  is  sub trac ted  from the  
account b a la n c e .  In th e  c a se  of a p a rt ic ip an t,  a  cred it i s  made to 
h is  account for h is  share  of th e  com pany’s contribution  for th a t  f is c a l  
year a s  determined by Article III of the  P lan . The b a s ic  con ten t of 
th is  Article of the  Plan is  outlined  immediately above .
The forefe itu res or o ther sums to  be rea l lo c a te d  under the  prov i­
sion of the  Plan and the  annual net income or net lo s s  of th e  t ru s t  sh a ll  
be d ivided pro ra ta  and c red ited  or deb ited  to each  accoun t en ti t led  
th ere to  which w as he ld  at the  beginning of the  y e a r  in the  same pro­
portion that th is  account bears  to  the  to ta l  b a lan ce  of a ll  such  accoun ts  
a s  of the  end of the  y e a r .  This requirement a s  p e rta in s  to  fo rfe i tu res ,  
e tc ,  is  con ta ined  in  Article VI of the  P lan .
Figure 4 on the  following page is  a  reproduction  of th e  form used  
by the  Audubon Insurance  Company to  account for the  equ ity  of each 
partic ipan t in  th e  P lan . The com bination of th e s e  forms c o n s t i tu te s  
the  subs id ia ry  ledger to the  contro l account b a lan ce  a s  re f le c ted  by 
the  Trust Fund. This form h a s  been  designed  to  su i t  the  need s  of th is  
b u s in e ss  b a sed  on.the provisions of the  Plan a s  th ey  are o p e ra t iv e . After 
ad justm ent, the  to ta l  of the  amounts tak e n  from th e  extreme righ t-hand  
column of each  p a r t ic ip a n t 's  account must agree w ith  the  to ta l  dollar 
equity  ba lance  a s  re f lec ted  on the  ba lan ce  sheet w hich is  prepared by 
the  t r u s t e e ,
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The company prepares a statement, of account b a lance  for each 
partic ipan t in th e  Plan each  y e a r , The indiv idual account of each  
member in  the subs id ia ry  ledger se rves  as  t.he b a s ic  document for the 
p reparation  of th is  annual account summary „ Each p a rt ic ipan t has the  
opportunity of checking the  ba lance  of h is accoun t a s  reported if  he 
feels there  has been  some erroneous calculation .,
A w o rk sh ee t ,  as d is c u s se d  earlier in  th is  chap te r ,  is  des irab le  
in the  ca lcu la t io n  of the  amount or amounts to  be a l lo ca ted  or re a l lo ­
cated  to  pa rt ic ipan ts  on th e  ad justm ent date,, The prov ision  of the  Plan 
concerning the  a llo ca tio n  of the Com pany 's contribu tion  for a  particu la r 
f isca l  period w ill  not in  a l l  c a s e s  y ie ld  the  same percen tage  for a l lo c a ­
tion a s  i s  ob tained  in the  rea l lo c a t io n  of fo rfe i tu res ,  e tc .  The reason  
for th is  p o ss ib le  pe rcen tage  varia tion  is  th e  add ition  of new members 
to the  P lan  during the  f i s c a l  year a s  a re su l t  of the  employee completing 
two y e a rs  of se rv ice  with th e  com pany . Two columns have been  pro­
vided for th e se  figures a s  seen  on the  ind iv idual Profit Sharing Trust 
Account in  Figure 4„ The ind iv idual pa rtic ipan t accou n ts  se rve  a s  the  
b a s is  for the  p reparation  of th is  w o rk sh ee t .  In accu rac ie s  in  th e se  
ca lcu la tio n s  c an  resu lt  in  the  account of each  part ic ipan t ref lec ting  
an erroneous b a la n c e .  This p a rticu la r  point has  led  some observers  
to point out tha t  the  accounting  inc iden t to th is  type p lan  is  more e x ­
acting th an  the complex ac tu a r ia l  c a lcu la t io n s  th a t  go in to  a pension  
p la n .
Investm ent P rocedu res—The investm ent committee is  charged
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w ith  the  re s p o n s ib i l i ty  of making the  d e c is io n s  on th e  inves tm en t of the 
funds of the  tru s t  o The t ru s te e  i s  no tif ied  in  writing by the  com m ittee as 
to  th e  s e c u r i t ie s  to  be  p u rc h a s e d . At th e  p re sen t  tim e  the  s iz e  of the 
fund do es  not ju s t i fy  d ivers ity  of secu ri ty  t y p e s .  S h a res  of o rg a n iz a ­
t io n s  se cu re d  by an  agency  of th e  United S ta te s  Government a re  m ain­
ta in ed  in  the  portfo lio  of the  t ru s t  a t th is  t im e .  The v a lu e  of t h i s  type 
secu ri ty  does not f lu c tu a te  from th e  par or face  va lue  amount, th u s  the 
t ru s te e  h a s  no problem  of curren t market v a lu a tio n  of th e s e  s e c u r i t i e s .
The inves tm en t com m ittee c an  d irec t  th e  in ves tm en t of a pa rt  of 
th e  funds of the t r u s t  in  s e c u r i t ie s  i s s u e d  b y  the  Audubon In su rance  
C om pany. The Trust Agreement c o n ta in s  a p rov ision  re s tr ic t in g  th e  
amount of the  t ru s t  co rpus th a t  may be in v e s te d  in t h i s  manner.
A CASE STUDY—THE PROCTER & GAMBLE COMPANY
M r. E . B . T e t r a u l t , Public  R ela tions Departm ent of The Procter 
& Gam ble Com pany, h a s  a s s i s t e d  m ate r ia lly  in providing the  au thor of 
th is  s tu d y  with th e  m ateria l concern ing  th e  h is to ry  and  opera tion  of the 
profit sharing  p lan s  in  h is C om pany. The a s s i s t a n c e  rendered  by  Mr. 
Tetrault and  h is  c o l le a g u e s  h a s  made i t  p o s s ib le  to  inc lude  in  th i s  
study a  d is c u s s io n  of the  o ld e s t  profit sha ring  p lan  in  con tinuous 
opera tion  in  the U n ited  S ta te s .  The author w ish es  to  ex p ress  h i s  ap ­
p re c ia t io n  to  Mr. T etrau lt and th e  other Procter & Gam ble pe rsonn e l 
for th e i r  e n th u s ia s t ic  coopera tion  in th is  p ro jec t .
A w e ll  co n ce iv ed  purpose  is  e s s e n t ia l  to the  su c c e s s fu l  c o n tin ­
ua tion  of any p la n .  As an in troduction  to  th e  d is c u s s io n  of th e  p lan
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p ro v is io n s  and accoun ting  req u ire m e n ts ,  the  pu rpose  of th e  p lan  a s  se t  
forth  in  A rticle  I of th e  Profit Sharing Trust P lan i s  reproduced  below:
In orig inating and continu ing  th is  Profit Sharing Trust 
P lan  it  w as  and is  th e  purpose  of the  Company to  a s s i s t  
f in an c ia l ly  th o se  em ployees who rem ain in  i ts  employ 
and  to  c re a te  an in ce n tiv e  for i t s  em ployees to  promote 
in  every w ay  the  con tinu ing  growth and y e l f a r e  of th e  
Com pany. It has  a lw ays b e e n  the  d e c la re d  p o licy  of 
th e  Company to  reco gn ize  th a t  i t s  in te r e s t s  and th o se  of 
i t s  em ployees are in se p a ra b le  and in  keep ing  w ith  th a t  
po licy  th e  Company p ro p oses  in  acco rdan ce  w ith  th e  
term s and cond itions s e t  forth in  th i s  P lan  to  provide 
a  m eans of acquiring  for c e r ta in  of i t s  em ployees sh a re s  
of th e  Common Stock of The Procter &. Gam ble Company 
and  other s e c u r i t ie s  a t  th e  d isc re t io n .o f  th e  T ru s tee s ,  
so  a s  to  a s s i s t  th e s e  em ployees in  providing a s a t i s ­
fac tory  incom e a fte r  r e t i r e m e n t . ^
The adm in is tra tive  requ irem ents  of a defe rred  com pensa tion  type  
profit sharing  p lan  have  undergone many ch an ges  s in c e  th e  in it ia t in g  of 
Procter & G am b le 's  f irs t  p lan  in  1887. The enormous in c re a s e  in  profit 
sharing  a c t iv i ty  i s  i l lu s t r a te d  by th e  fac t th a t  s in c e  1887 Procter & 
Gamble h a s  e ither  pa id  to  em ployees or c red ited  to  em ployees more th an  
$118 m illion through i t s  profit sharing  p la n s .  Inc luded  in  th is  to ta l  of 
$118 m illion  is  $13 ,3 4 2 ,0 62  w h ich  w a s  c red ited  to  or pa id  to  the  16,000 
em ployees p a rt ic ip a tin g  in  th e  C om pany’s profit sha ring  p la n s  in  the  
y e a r  1958. The foregoing f igures  rev e a l  th a t  over 11 per cen t  of the  
to ta l  profit sharing c re d i ts  s in c e  p lan  incep tion  occurred  in  1 .4  per 
c e n t  of th e  to ta l  e la p se d  tim e in te rv a l .  The dem ands im posed  in  a d ­
m in iste ring  a  p lan  of th is  m agnitude are being met by th e  tra in ed
17The Procter & Gamble Profit Sharing T ru s t ,  Article I ,  1955,
p .  3.
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a cc o u n ta n ts  and p ro fe s s io n a l  p e rso nne l engaged  in  th is  facet: of th e  
com plex  modern b u s in e s s  o rg a n iz a t io n » At P roc ter  & G am ble , as is  
th e  c a s e  in  many of th e  large  in d u s tr ia l  c o n c e rn s ,  the u s e  of an IBM 
705 prov ides th e  speed  and accu racy  required in  the  d e ta i le d  m athe­
m atica l  com putations „ The m ultipurpose e le c tro n ic  equipm ent a v a i la b le  
to d ay  h as  ta k e n  much of the  burdensom e work off of the  shou lders  of 
th e  accoun ting  departm ent p e r s o n n e l .
Growth of the  P la n s —W ith in  a quarte r cen tu ry  a f te r  th e  c e s s a t io n  
of h o s t i l i t i e s  in  the W ar be tw een  th e  S ta te s  th e  managem ent of The 
Procter and Gam ble Company recogn ized  th e  mutual ad van tag e  to  th e  
Company and to  i ts  em ployees th a t  could  be derived  from profit sh a r in g .  
In 1887 th e  Company in s t i tu te d  profit sharing . Although ch an g es  have  
b e e n  made in  th e  Plan from time to  t im e , the  underlying c o n cep t  h a s  
b e e n  ca rr ied  forth in  expanded  form throughout th e  in te rven ing  y ears  .
At the  p resen t  t im e ,  Procter & Gamble h a s  two profit  sharing p lan s  
for i t s  em ployees: a profit sharing  tru s t  p lan  and  a profit sharing 
d iv idend  p la n .  O versim ply p u t,  th e  t ru s t  p lan  i s  for s a la r ie d  em­
p lo y ees  and  th e  d iv idend  p lan  is  for h o u r ly -p a id  e m p lo y e e s .
The profit sharing t ru s t  p lan  w as  e s ta b l is h e d  in 1944. The d iv i ­
dend p lan ,  re v is e d  to  i t s  p resen t form in 1948, is  d iv ided  in to  two 
p a r ts  . D e ta i le d  p lan  p ro v is ions  th a t  are p e r t in en t  to th i s  study  w ill  
be covered  in  the  d is c u s s io n  th a t  fo llow s.
The D ividend P la n —Fund A of th is  p lan  i s  figured on the  to ta l  pay  
of each  p a rt ic ip an t  eac h  year  up to  $ 2 ,0 0 0 .  Each p a r t ic ip an t  co n tr ib u te s
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5 per cen t  of h is  pay  up to  th e  $ 2 ,0 0 0  maximum. This $100 maximum 
con tr ibu tion  by th e  p a r t ic ip a n t  is  in  e ffec t  for th e  f i rs t  6 y e a r s  of p lan  
p a r t ic ip a t io n .  The Company co n tr ib u te s  an in c re a s in g  amount from 5 
per c e n t  to  7 per cen t  during the  s ix  y e a r  period  and buys Company 
stock  in  th e  em p lo y ee 's  nam e. At th e  end of s ix  y e a rs  e a c h  em ployee 
re c e iv e s  a l l  sh a res  of s tock  bought in  h is  nam e, p lus  any money le f t  
over in  h is  a cc o u n t.  The Company co n tin u es  p rofit sharing  paym ents of 
up to  15 per cen t of th e  f i r s t  $ 2 ,0 0 0  of w a g e s .  In a d d it io n , the  em ployee 
con tinu es  to  c o l le c t  d iv idends on h is  s t o c k .
There i s  a ls o  a  "Fund B" part of th e  d iv idend  p lan  in to  w hich 
Procter & Gamble m akes a  further con tr ibu tion  on a  b a s i s  s im ila r  to  
the  t ru s t  p la n .  This co n tr ibu tion  i s  in v e s te d  and  h e ld  in  t r u s t  for e a c h  
em ployee for h is  re t irem en t,  dea th  or d is a b i l i ty .
The T ru s tee s  of the  P lan  are  requ ired  to  m ain tain  s e p a ra te  a c ­
counts  for Profit Sharing Fund A and for Profit Sharing Fund B for each  
p a r t ic ip a n t .  It i s  th e  re s p o n s ib i l i ty  of th e  Com pany to  a d v is e  the  
T ru s tees  of the  nam es of th e  p a r t ic ip a n ts  who a re  to  sha re  in  Profit 
Sharing Fund A and  th e  Annual Fund of Profit Sharing Fund B , and th e  
portion  of each  to  be  c re d i te d  to  th e  p a r t ic ip a n ts ,  a s  p rov ided  in 
A rticle  VIII of th e  Plahi..
After t e n  y e a rs  of con tinuous p a r t ic ip a t io n ,  a p a r t ic ip a n t  may 
submit a  w rit ten  re q u e s t  to  th e  T ru s tees  for th e  p u rch ase  of a  Deferred 
Annuity. As soon a s  p ra c t ic a b le  a fte r  th e  re c e ip t  of the  r e q u e s t ,  th e  
T ru s tees  may s e l l  a l l  or any  part of the  s e c u r i t ie s  w hich h av e  been
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a l lo c a te d  to th e  account of the  p a rt ic ip an t in  Profit Sharing Fund B and 
use  th e  p ro ceeds  of such  s a le ,  to g e th e r  with an y  part or a ll  of th e  un­
in v e s te d  c a sh  stand ing  to  the  c red it  of the p a r t ic ip a n t ,  to  pu rch ase  a 
D eferred  A nnu ity .
The T ru s tee s  of th e  Plan are charged  w ith  th e  re sp o n s ib i l i ty  of 
a c c u ra te  record  keeping a s  p e rta in s  to  in v es tm en t,  r e c e ip ts  and d i s ­
b u rsem en ts  and  other t ra n s a c t io n s  re la te d  th e re to .  The T rustees  are  
requ ired  to f i le  w ith  the  Company a n n u a lly ,  before  the  end  of th e  
c a le n d a r  y e a r ,  a  s ta tem en t of a c c o u n ts  and p ro ceed ings  during the  
p rev ious  f i s c a l  y e a r .  In add ition , th e  T rustees  must a l s o  file  w ith  the  
Com pany from tim e to t im e throughout the y e a r  s ta te m e n ts  showing the  
amount of c a s h  and the  number of sh a re s  of th e  common stock  of the  
Com pany c red i ted  to the  accoun ts  of p a r t ic ip a n ts  in Profit Sharing 
Fund A, and before  the  end  of the  ca len d a r  y e a r  a s ta tem en t showing 
the  number and  c h a rac te r  of the s e c u r i t ie s  a l lo c a te d  to  each  acco un t 
in  Profit Sharing Fund B at the  end o f the p rev ious f i s c a l  y e a r .  Upon 
the  rece ip t  of th e  above s ta tem en ts  the  Com pany fu rn ish es  the  p a r ­
t ic ip a n ts  ind iv id ua l  s ta tem en ts  show ing the  s ta tu s  of th e i r  acco u n ts  
in  th e  Profit Sharing F u n d s . The forms used  by the  Company to  report 
to  e a c h  p a r t ic ipan t  the s ta tu s  of h i s  account a t  the  end of each y e a r  
are  p re sen te d  in  Figure 5 on the following page  „
The Profit Sharing Trust Plan-—The profit sharing t ru s t  p lan  w as  
e s ta b l is h e d  by  the  Company in 1944. Each y e a r  the  Company s e t s  
a s id e  from i ts  profits a sum of money which i s  d ivided among the
EMPLOYEES6 ANNUAL PROFIT SHARING ACCOUNT STATEMENT
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G  11-42
G  11-41
THE PROCTER & GAMBLE CO. AND CERTAIN SUBSIDIARIES
ACCORDING TO THE TERMS OF THE PROCTER ft GAMBLE PROFIT SHARING DIVIDEND PLAN, THE PLAN'S TRUSTEES 
HAVE ADVISED THE COMPANY THAT YOUR FUND B ACCO UNT SHOWS THE FOLLOWING FOR THE FISCAL YEAR JUST ENDED:
DATS O F  REPORT FOX
EM PLOYM ENT PARTIC1PA- FISCAL YEAR
LO C . DEPT. ___________________NAME_____________________  SO C . SEC. N O. DATE T IO N  ENDING
BEGINS
SHARES
IN G  BALANCES 
CASH
IN C OM E EARNEO 
PAST FISCAL YEAR
SHARES AL 
QUANTITY
LOCATED THIS YEAR 
COST
A N N U A L FU ND  CREDIT
YEAR
SHARES
END BALANCES 
CASH
G . S. W O O D W ARD , JR.. TREASURER
THE PROCTER & GAMBLE CO. AND CERTAIN SUBSIDIARIES
ACCORDING TO THE TERMS OF THE PROCTER & GAMBLE PROFIT SHARING TRUST PLAN. THE P U N ’S TRUSTEES HAVE 
ADVISED THE COMPANY THAT YOUR ACCOUNT SHOWS THE FOLLOWING FOR THE FISCAL YEAR JUST ENDED:
DATE O F  REPORT FOX
EM PLOYM ENT PARTICIPA- FISCAL YEAR
LO C . DEFT. __________________ NAME_____________________  SO C. SEC. N O . DATE T IO N  ENDING
B E G IN *
SHARES
IN G  BALANCES 
C ASH
IN C OM E EARNED 
FAST FISCAL YEAR
SHARES AL 
QUANTITY
LOCATED THIS YEAR 
COST
A N N U A L FU ND  CREDIT
YEAR
SHARES
END BALANCES 
CASH
G . S. W O O D W ARD . JR., TREASURER
Figure 5
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p a rtic ip an ts  in  the  Plan according to  a  formula w hich  tak e s  into co n ­
side ra tio n  the  s iz e  of the  p ro f i t s , th e  length  of tim e the  employee has  
worked for the  Company and th e  em ployee 's  b a se  sa la ry .  This money 
i s  c red ited  to the  em ployee 's  accoun t, in v es ted  in  Procter & Gamble 
common stock  or other se cu r i t ie s  and  i s  held  in  t ru s t  until retirem ent 
a t  age 65 . After 10 y e a r s '  p a rt ic ip a tio n  in  the  P lan , how ever, the  em­
ployee  has  a v e s te d  in te re s t  in  h is  t ru s t  and can  ta k e  i t  w ith  him if he 
le a v e s  the  Company.
Under th is  p lan  the  Annual Fund is  com posed of the  contribution  
of the  Company at the  end of any f i s c a l  y ear ,  p lus  forfeitures accum u­
la te d  during th a t  y e a r ,  p lus  any amount contributed by the  Company 
and not c red ited  to  the  accoun ts  in  a prior year p lus  any income th e re ­
from. As provided in  se c t io n s  3 , 4 ,  and 5 of Article VII of th e  P lan, 
the  c red i ts  to  the  accoun ts  of the  p a rt ic ip an ts  are  to be computed in  
th e  following manner:
3 . If  th e  Annual Fund i s  l e s s  than  five per cen t  of 
the  aggregate  s a la r ie s  for th e  f isc a l  year  of a ll  p a r t ic i ­
pan ts in  th is  p lan  for that portion of sa id  y ea r  during w hich 
they  w ere  p a r t ic ip a n ts ,  th e  accou n ts  of th e  pa rt ic ipan ts  
sha ll  be  c red i ted ,  in  so far a s  p ra c t ic a b le ,  pro ra ta  on the  
b a s is  th e  sa la ry  of each  p a rt ic ipan t during h is  period of 
pa rt ic ipa tio n  for th e  f isca l  y e a r  bears  to  the  aggregate  
sa la r ie s  of a ll  pa rt ic ip an ts  for sa id  f i s c a l  y ear .
4 .  If the  Annual Fund i s  equal to ,  or in  e x c e s s  of 
five per cen t of th e  aggregate  s a la r ie s  for th e  f isc a l  year 
of a ll  p a rt ic ip an ts  in  th is  P lan  for the  portion of the  sa id  
year  during which they  were p a r t ic ip a n ts , then  an amount 
equal to  five per cen t of th e  sa la ry  of each  partic ipan t 
during the  period of partic ipa tion  for th a t  f is c a l  y ea r  sha ll  
be c red ited  to  the  account of sa id  p a rt ic ip a n t,  and any 
amount in  e x c e ss  of five per cen t sh a l l  be c red ited  in  the  
manner p rescribed  below .
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5 . Any b a la n c e  rem aining in  th e  Annual Fund after 
c red iting  th e  a c c o u n ts ,  a s  ou tlined  in  se c t io n  4 abo ve , 
sh a l l  be c re d i te d ,  in  so  far a s  p ra c t ic a b le ,  to  th e  a c ­
coun ts  of th e  re sp e c t iv e  p a r t ic ip a n ts  in  th e  proportion 
th a t  the  s a la ry  of each  for sa id  y ea r  m ultip lied  by h is  
“C red it  Serv ice  Y e a rs01 b e a r s  to  the  to ta l  s a la r ie s  of a ll  
p a r t ic ip a n ts  for s a id  y e a r  m ultip lied  by th e i r  re sp e c t iv e  
"C red it  Serv ice  Y e a rs ."  The c re d i ts  to  th e  accou n ts  a s  
com puted in  th e  above manner sh a l l  be  in  add it ion  to  
th e  c re d i ts  provided for in  se c t io n  4 . ^
A h y p o th e tica l  c a s e  w ill  be  p re se n te d  to  i l lu s t r a te  the  opera tion  
of the  above formula for determ ining ind iv idua l c re d i ts  to  the  acco u n ts  
of th e  p a r t i c ip a n ts . Assume th a t  th e  X Company h a s  net earn ings in  
1958 of $ 7 0 ,00 0  afte r  ta x e s  and h a s  five  p a rt ic ip a tin g  em ployees as
fo llow s:
Annual Years of
lovee Salary Employment
A $ 5 ,00 0 16
B 4 ,00 0 10
C 6 ,000 5
D 10,000 12
E 3 .600 25
$ 28 ,600
C red it  Serv ice  
Years
14
8
3
10
20 (maximum)
C om position  of th e  Annual Fund:
Company co n tr ibu tion  for th e  y e a r  1958 . . . „ .$ 2 ,4 5  0 .00  
Amount con tr ibu ted  by th e  Company in  prior
y e a rs  not c re d i te d  to  a c c o u n ts .  . . . . . . . . .  2 .0 0
F o r fe i tu re s . . . . o o e e o e o e o e o o o o Q Q
Total $ 2 ,4 5 2 .0 0
18Ibid. , p .  15 -16 .
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Five per cen t  of $28 ,600  is  l e s s  th an  annual 
fund so d is tr ibu tion  would be made on b a s i s  of 
sec tio n s  4 and 5 a s  ou tlined  abo ve .
Amount to  be  c red ited  a t  5% of sa la r ie s  . .
$28 ,600 X 5 o o o , o o , o , , o . o e . o , o o . o  L t i i O ^ O O .
Balance to be d is tr ibu ted  undrer s e c .  5 . . 1 ,0 2 2 .0 0
C a lcu la tio n  of th e  Unit* C red it Percen tage;
_________________________________ 100 X $ 1 , 0 2 2 ______________________________ = o35%
(5 ,000  X 14) + (4 ,000  X 8) + (6,000 X 3) + (10 ,000  X 10) + 0 ,6 0 0  X20)
From the  above re s u l ts  th e  c red its  to  th e  ind iv idual accoun ts  would be 
c a lcu la te d  a s  fo llow s;
Employee A—
C redit under se c t io n  4 . . . $5 ,000 X 5% . . . . . . . .  . $250 .00
C redit under se c t io n  5 . . , 5 ,000  X 14 X .35% . . . .  245 .00
Total c red it  495 .00
The en tire  amount of the  Annual Fund w a s  d is tr ib u ted  as it  w a s  le s s  
than  15 per cen t of the  $28 ,600  aggregate  s a la r ie s  of a ll  p a r t ic ip a n ts .
SUMMARY
The number of profit sharing  p lan s  of the  d e fe rred -b en ef i t  type h as  
in c re a se d  very rap id ly  in  th e  te n  year  period s in c e  1949. Undoubtedly 
the  favorable  t a x  treatm ent of the  em ployer’s con tribu tion  to  th e  t ru s t  
has  had  i ts  e ffec t on the expansion  in  th is  type  employee b e n e f i t .  M any 
employers have rea l iz ed  th e  mutual benef i t  p o s s ib le  in  a w e ll  admin­
is te re d  incen tive  plan of th i s  ty p e ,  M r. W alte r  H . W h ee le r ,  J r . , made 
a c h a ra c te r is t ic  sta tem ent in  calling  a tten tion  to  th e  d es irab ili ty  of th e  
u se  of profit sharing  as  a part of th e  b u s in e ss  p lann ing . H is  words a re  
as  fo llow s: "Without profit sharing , i t  i s  an a lm ost in superab le  ta sk  
to  ed u ca te  the  g rea t m ass of people on the  econom ic fac ts  of l i fe —all
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to  defend w hat must appear to  be  the  sp e c ia l  p r iv ileges  of th e  few,"17
Along w ith  th e  in c re a s e d  number of p lans and  the in c re a se d  
coverage  of p a r t ic ip a n ts  in  th e  p lans  cam e th e  e x tra  burden of in te rna l 
adm in is tra t ion  and accoun ting  requ irem ents  . The ex p er ien ces  and a p ­
p l ie d  te c h n iq u e s  of b u s in e s s e s  tha t  h av e  had s u c c e s s  over the  years  
w ith  profit sharing  are  in v a lu ab le  to  th e  b u s in e s s  in i t ia t in g  a  p lan .
In re sea rch in g  th is  su b je c t  th e re  w a s  found to  b e  a  dearth  o f  pub lished  
accoun ting  re fe rence  books on th e  sp e c i f ic  su b je c t  of p ro fit  sharing 
p r in c ip le s  and  p r a c t i c e s . M any a r t i c le s  and sp e c ia l  rep o r ts  are a v a i l ­
ab le  for sp e c ia l iz e d  and se le c te d  re fe ren ce  work . As th e  accounting  
requ irem ents  in c r e a s e ,  i t  i s  lo g ica l  to  en v is io n  g rea ter coverage  of 
th e  sub jec t  by the  lead ing  groups and  in d iv id u a ls  in  the  accounting  
p ro fe s s io n .
Although th e  d i s c u s s io n  in  th is  ch ap te r  h a s  been d irec ted  p r i ­
marily tow ard  sp e c if ic  problems of an  accoun ting  n a tu re , refe rence  h a s  
b e e n  made to  some apparen t ad v an tag e s  of de fe rred  profit sharing . All 
of th e  a t t r ib u te s  are not n e c e s s a r i ly  fav o rab le . It has b e e n  pointed 
out th a t  i t  i s  not p o s s ib le  to  schedu le  b en e fi ts  in  advance  under p ro fit  
sh a r in g .  M r. M atthew  Blake ad ds  tw o more d isa d v a n ta g e s  to  the one 
ju s t  m entioned . He in d ic a te s  th a t  th e  in c lu s io n  of p as t  se rv ic e  c o s t s  
i s  d iscou raged  by th e  In te rna l Revenue S e rv ice .  W here d isc r im in a tio n
art e ll  P re n t ic e ,  J r . , "The C a s e  for Profit Sharing , " 
N .A . C .A . B u lle t in ... XXXIII (January, 1952), 508.
is  l ik e ly  to  re su l t  from forfeiture under a profit sharing p la n ,  the
I  Q
Service  requ ires  fa ir ly  rapid v e s t in g .  It i s  further po in ted  out th a t  
the  15 pe r  cent of com pensa tion  c e ilin g  p lac ed  on the  d eduction  for 
the  employer on h is  t a x  return does  not app ly  in  th e  c a s e  of p e n s io n  
p l a n s .
All fac to rs  must be w e igh ed  ca re fu lly  w hen  se le c t in g  a pa rticu la r  
type  p la n  to  inc lude  in  the fu ture  opera tion  of a com p an y . If a  d e fe rred -  
benefit  p lan  of th e  profit sha ring  type i s  s e l e c te d ,  the  m ajor accoun ting  
po in ts  of re sp o n s ib i l i ty  developed  in  th is  ch ap te r  may be u sed  a s  a 
framework for th e  co n s tru c tio n  of the  sp e c if ic  records d e s i re d  in  the  
ind iv idua l c a s e .
M atthew  F . Blake, "Current Trends in  Fringe B e n e f i t s ,"  
The Tournal of A ccoun tancy , 105 (Septem ber, 1958), 36 .
CHAPTER VII
SUMMARY AND CONCLUSION
The in c re a se d  in te n s i ty  of the  so c io lo g ic a l  problem of th e  in ­
a c t iv e  p o s t- re t i rem en t  y ea rs  o f a  large segm en t of th e  popu la tion  of 
th e  United S ta te s  h a s  had  i t s  e ffec t  on b u s in e s s  p o l ic y .  W hen  it  b e ­
cam e ev iden t th a t  em phasis  h a d  sh ifted  tow ard  re tirem ent s e c u r i ty ,  
management a c te d  e i th e r  vo lun ta rily  or through  barga in ing  agreem ents  
to  meet th e  dem ands of ac tiv e  em ployees to  provide a t  le a s t  p a r t ia l  
means of support a f te r  re t i rem en t .  The t r a n s i t io n  from the f i l i a l  r e ­
sp o n s ib i l i ty  concep t to  the  s e l f  s u s te n a n c e  concep t through earned  
re tirem ent incom e or care: by th e  so c ie ty  a t  large h a s  taken  p la c e  
rap id ly  w ith in  the  p a s t  quarte r  cen tu ry  . T h is  change  is  p e rt in en t to 
th is  s tudy  through i t s  e ffect on th e  accou n ting  and financing  a s p e c t s  
of the b u s i n e s s . The full e ffe c t  of the c h a n g e  is  y e t  to be f e l t .  Each 
y e a r  many b u s in e s s e s  are fac ed  w ith  m odifica tions  and  e x p an s io n s  of 
th e  e x i s te n t  programs th a t  ta k e  p lac e  a s  a d irec t  r e s u l t  of S o c ia l  
Security  c h a n g e s ,  n e g o tia t io n s  of new w a g e  c o n tr a c t s ,  in troduc tion  
of in ce n tiv e  d e v ic e s , and o ther  con tribu ting  fac to rs  . This s tu d y  has 
a ttem pted  to  ta k e  s e le c te d  em ployee  b e n e f i t  p lans  o f the  defe rred  
benefit  type  and develop  the  re le v an t  accoun ting  p o in ts  from th e  
th eo ry , p r a c t ic e ,  and  ta x  co n s id e ra tio n s  .
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SUMMARY
Lim itation Imposed in  Covering Retirement P la n s— The a rea  of 
fringe b en efi ts  i s  too com prehensive  to  c o n s id e r  in  a study  of th is  
ty p e .  Even though a ll  e lem en ts  of th e  very b road  su b jec t  of ad d it io n a l  
em ployee b e n e f i ts  do not have  accounting  or f inancing  requ irem ents  
n e c e s s i ta t in g  e labo ra te  t rea tm e n t,  there  are  segm ents  of th e  su b jec t  
w arranting  scho la r ly  re se a rc h  and reporting th a t  were exc lu ded  from 
coverage  in  th is  p ro jec t.  Although not covered  a s  a part of th is  s tu d y , 
the  accoun ting  for add itiona l execu tive  com pensa tion  provided  through 
the  i s s u a n c e  of s tock  op tions is  an  exam ple of a component of th e  
overa ll  em ployee benefit  su b je c t  th a t  w arran ts  thorough r e s e a rc h .
The n e c e s s i ty  of consider ing  each  b u s in e s s  move w ith  an ever 
w atchfu l eye on th e  tax  e ffec t  w as  a factor lead in g  the  author of th is  
study to  limit th e  coverage  to  qua lif ied  p l a n s . Although some t e c h ­
n iques  and requirem ents for p ens ion  and profit sharing p la n s  are 
e ith e r  id e n t ic a l  or very s im ila r ,  a tten tio n  h a s  b e en  c a l le d  to  the  
sp e c if ic  p rov is ions  perta in ing  to  each  type  p la n .
Since th e re  i s  no funding involved  in  a current d is tr ib u tio n  
type of em ployee benefit  p la n ,  the  d e fe rred -b e n ef i t  type  p lan  w as  
s e le c te d  for th i s  s tudy . Funding c o n s id e ra t io n s  were c a r r ied  through 
in the  d is c u s s io n  in  more th a n  a cursory m anner. As q u a lif ic a tio n  
refers  to  a p lan  of the d e fe rred -b en efi t  ty p e ,  in  e s s e n c e  th e  lim ita tion  
to  s e le c te d  q ua lif ied  deferred  com pensa tion  p lan s  w as s e l f  c o n s tr ic t in g .
Pension  vs . Profit S haring—The acco un ting  c o n s id e ra tio n s  in
a ll  l ike lihood  w ill  not have  as  much in f luence  on the  se le c t io n  of 
the type  p lan  a s  w ill  some other f a c to r s .  Assuming the  b u s in e s s  is  
able to  e x e rc is e  i ts  own vo lit ion  in  th e  type  of p lan  ad op ted , th e  
fixed annual commitment of the  p e n s io n  p lan , re g a rd le s s  of the  
operating  re s u l ts  of the  f i s c a l  p e rio d , may be a decid ing  elem ent 
in  th e  p lan  s e le c t io n .  The lim ita t io n  im posed  by th e  In terna l 
Revenue Code on the  amount of ded u c tio n  a llow ed under a  qua lif ied  
profit sharing  p lan  may bring se r io u s  o b jec tion s  from the  b u s in e s s  in  
w eighing the  pros and cons of each  ty p e  p l a n . Each type  p lan  w il l  
offer some ad v an tages  and some d i s a d v a n ta g e s .  This study  d id  not 
attem pt to  make sp e c if ic  recom m endations of a p a r t icu la r  type  p lan  
for a p a r t icu la r  b u s in e s s ,  but an effort w as  made to  s e t  forth c le a r ly  
the  c h a ra c te r i s t ic s  of e a c h  type  p la n .  The accoun ting  and financing  
poin ts  came as  a na tu ra l c o n seq u e n ce  to  th e  in d iv idua l p lan  p rov i­
s ions .
Funding of P ens ion  P la n s —An em ployer e le c t in g  to  e s ta b l i s h  a 
pension  p lan  of the  d e fe rred -b e n ef i t  typ e  has  a v a r ie ty  of funding 
arrangem ents a v a i la b le  for th e  s e le c t io n  of th e  one m eeting the  needs  
of th e  p a rt icu la r  b u s in e s s .  An in i t ia l  d e c is io n  must be made as  to  
w hether the  p lan  is  to  be  in su red  through an in su ran ce  company or 
w hether i t  i s  to  be of th e  n o n - in su red  ty p e .  Each type  of funding 
media offers c e r ta in  a d v a n ta g e s .  The in te rna l  accoun ting  req u ire ­
m ents , including  s ta tem en t p re s e n ta t io n ,  are m inimized w hen an  
insu red  type  p lan  i s  in  o p e ra tio n . R egard less  of th e  funding
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arrangem ents p rov ided , the  p lan  must be a c tu a r ia l ly  sound ,
A p lan  of the  n o n - in su red  typ e  i s  o f ten  referred  to  as be in g  s e l f ­
adm in is te red  , The term inology , se l f -a d m in is te re d ,  may be som ewhat 
m is lead ing  to  say  the  l e a s t .  The majority of those  p lans  th a t  fa l l  
w ith in  the  ca tegory  of " se l f -a d m in is te re d "  are in  a c tu a l i ty  t ru s te e d  
p la n s .  A t ru s te e  i s  ord inarily  engaged by  th e  b u s in e s s  to  ac t  a s  
c u s to d ian  of the  fund and to  perform d u t ie s  as  p resc r ib ed  in  the  t ru s t  
ag reem en t. The se rv ice s  of an  ac tuary  a re  n e c e s sa ry  in  the  orderly 
functioning  of the  p lan  as  p e r ta in s  to  th e  c a lc u la t io n  each  y e a r  of the  
con tr ibu tion  n e c e s s a ry  to  provide the  b e n e f i ts  p rom ised . The overa ll  
f inanc ing  d e c is io n  making under th i s  type  p lan  perm its  the party  
in it ia t in g  th e  p lan  to  e x e rc ise  much more control th a n  i s  p o s s ib le  
w hen  an  in su red  type  p lan  is  in  u s e .
The Q u a lif ica t io n  of a P la n —Under th e  current re g u la t io n s ,  The 
In ternal Revenue C ode of 1954, p rov is ion  i s  made for the  q u a lifca t io n  
of a p la n .  This q u a lif ic a tio n  e n ab le s  the  b u s in e s s  to  take  a s  d e d u c ­
t io n s  for ta x  pu rp oses  the  con tr ibu tions  made under th e  p lan  p ro v i­
s io n s  . It a ls o  p rov ides for t a x  free  earn ings  on th e  tru s t  and th e  
deferra l of income recogn ition  by  the  p lan  rec ip ien t  un til  such  tim e 
a s  th e  incom e i s  c o n s tru c t iv e ly  re c e iv e d .  Implementing the  C ode 
se c t io n s  perta in ing  to  th e  d e fe rred -b e n ef i t  type p la n s  are th e  T reasury 
D e c is io n s ,  R egu la tions , and Court D e c is io n s ,  Beginning w ith  the  
Revenue Act of 1921 and continu ing  to the  p resen t d a te ,  the  p ro v i­
s ions  of the  various a c ts  and c o d es  have been  e n a c te d  to  provide
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tax  ad van tages  for the  employing unit and to  provide p ro tec tion  and 
tax  a lte rna tive  trea tm ent to  the  r e c ip ie n t , If a  c a p i ta l  ga in  treatm ent 
is  e le c te d  by the  rec ip ie n t ,  i t  may offer a d is t in c t  tax  a d v an tag e .
The ch o ice  in  th is  matter should  be conditioned  by the  im m ediate need 
for a lump sum se ttlem ent a s  compared to  the  prolonged in s ta l lm en t 
p a y m e n ts .
The b u s in e ss  having ca qua lif ied  p lan  must conform to  th e  Code 
requirem ents in  order to keep  the  p lan  q u a lif ied . The t ru s t  i s  p ro­
h ib ited  from engaging in  ce r ta in  ty p es  of t ran sac tio n s  . D iscrim ination  
in favor of high sa la r ied  personnel in  th e  p lan  opera tion  is  grounds for 
d isq u a l i f ic a t io n .
Although the  accounting  requirem ents under a qua lif ied  p lan  are 
not m ateria lly  different from the  accounting  procedures in  connection  
with a non-q ualif ied  p lan , th e  in s ta l la t io n  of a  p lan  in  a b u s in e s s  
may be b a sed  on the  p o ss ib i l i ty  of the  plan be ing  q u a lif ie d .  Additional 
exh ib its  and reports  are required to  comply w ith  th e  regulatory  agenc ies  
having ju r isd ic t io n  over b u s in e s s e s  w ith  qua lif ied  p la n s .
D ata  for Statem ent P re se n ta t io n —The reporting of the  financ ia l 
a sp e c ts  of pension  and profit sharing  p lans  in  pub lished  s ta tem en ts  
is  an in tegra l part of the a c c o u n ta n t 's  re sp o n s ib i l i ty .  Due to  the  
major structure  d ifferences in  the  two types  of p la n s ,  the  reporting of 
the pension  plan information in  th e  f inanc ia l s ta tem en ts  p re sen ts  more 
of a problem than  does the  profit sharing p lan  reporting .
P ast se rv ice  cos t  in  connec tion  w ith pen s io n  p lans h as  evoked
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leng thy  d isc u ss io n  concerning the  proper treatm ent to  be  accorded 
th is  item  in the  accoun ts  and on the  s ta te m e n ts . The American 
In s t i tu te  of C ertif ied  Public A ccountan ts ' Committee on Accounting 
Procedure recommended in  Accounting R esearch  Bulle tin  No. 47, 
Septem ber, 1956, tha t  a t  the  incep tion  of a p lan  p a s t  se rv ice  cost 
be t r e a te d  as  a charge a g a in s t  opera tions of the current and future 
periods b e n e f i ts .  The Bulletin  further provided in  the  recommendation 
of th e  Committee tha t in  the  c a se  of an e x is te n t  p lan  where the  company 
dec ided  to  conform i ts  accounting  to  the  preferred procedure ex p re ssed  
in  th e  B ulle tin , i t  may be  appropriate  to  charge to  earned  surp lus the  
amount tha t should  have been  accum ulated  by ch arges  to  income 
s ince  incep tion  of the p la n .  Although the  con ten t of Accounting 
R esearch  Bulletin No. 47 w as adopted unanim ously by the  tw en ty -one  
members of the  com m ittee , s ix  members of the  comm ittee a sse n te d  
with q u a li f ic a tio n .  The s ix  members of the  committee ob jec ted  to 
the  p a r t  of paragraph th ree  of the  Bulletin  w hich appears to  sanction  
the  charging to  earned surp lus in  some c ircum stances  of pension  
c o s ts  b a sed  on p a s t  s e rv ic e .
Surveys conducted  by independent o rgan izations and by the 
author of th is  study show conc lu s iv e ly  th a t  the  v a s t  m ajority of the  
b u s in e s s e s  are following the  recom mendations of th e  Committee in  
the accounting  treatm ent accorded p a s t  se rv ice  c o s t .  It i s  a log ica l 
co n c lu s io n  th a t  the  th inking of the  majority of th e  p rac tit ioners  in 
the f ie ld  co in c id es  w ith  the  published  opinion of th e  tw en ty -one
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members of the  Ins ti tu te  j^om m ittee . Published  s ta tem en ts  of many 
corporations in d ica te  in  the  no tes  or comments accompanying the  
s ta tem en ts  the  amount of the  p a s t  se rv ice  c o s t  inc luded  in th e  current 
opera tions charge .
The d isc losu re  of unfunded p a s t  se rv ice  l ia b i l i ty  is  strongly 
recom m ended. Uniformity in s ta tem ent p resen ta tio n  does not ex is t  
in  th is  particu la r  p h ase  of pen s ion  p lan  reporting . Although i t  would 
be he lpfu l in comparative s ta tem ent a n a ly s is  involving two or more 
corporate  e n t i t ie s ,  the  exac t loca tion  of the  d isc lo su re  of th is  unfunded 
ob liga tion  is  not a s  compelling a s  i s  the  ac tua l  d is c lo s u re .  If s t a te ­
ments are to  be c e r t if ied ,  full d isc lo su re  i s  b a s ic .  Since th e  co n tr i­
bu tions made by the  employer under a t ru s te e d  p lan  are irrev ocab le , 
no a s s e t  category  should con ta in  th e  amount of the  fund being 
accu m u la ted . For genera l  information th e  e x is te n ce  and s iz e  of the  
fund may be  included a s  appended m ateria l to  the  formal s ta te m e n t .
Profit sharing p lans  of the  de fe rred -ben efi t  ty pe  do not p resen t 
a pa rticu la r  accounting  problem for s ta tem ent p resen ta tio n  p u rp o se s .  
S ince the  amount to be  contributed  to  the  t ru s t  by the  employer is  d e ­
pendent upon the  profits  of the  b u s in e s s  for the  pa rt icu la r  period , no 
re fe rence  w ill  be found to  th is  item  in the  operating sec tio n  of an 
Income Statem ent or in  the  extraordinary charges  and c red its  sec tion  
of an  a l l - in c lu s iv e  type  of Income S ta te m e n t . C ontributions to  a 
qua lif ied  t ru s t  are deductions for ta x  p u rp o se s ,  thus  the  reporting of 
the  provision  for income tax  on the  s ta tem en ts  w ill  ref lec t th e  income
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su b je c t  to t a x  a fte r  profit sharing a l lo c a t io n .  There i s  no unfunded 
p a s t  se rv ice  c o s t  to  be  co n s id ered  in  a profit sharing p lan  a s  i s  th e  
c a s e  in  many pen s io n  p la n s ,
CONCLUSION
Assuming con tinued  econom ic growth and  expanded  g ro ss  na tional 
p roduct in  th e  U nited  S ta te s  in  the  y e a rs  th a t  l ie  a h e a d ,  the  con tinued  
growth of p e n s io n  and profit sha ring  p lans  c a n  e a s i ly  su rp a ss  th e  rapid 
in c re a s e  in  th e  s iz e  and number of p lan s  th a t  h a s  ta k e n  p lac e  in  the  
seco n d  quarte r  of th e  tw en tie th  c e n tu ry .  If t im e proves th is  con jec tu re  
to  be  a r e a l i ty ,  th e  demand on m anagem ent for expanded  and more d e ­
ta i l e d  record keep ing  w ill  mean th a t  p re se n t  accoun ting  p e rsonnel must 
be  augm ented w ith  t ra in ed  a c tu a r ie s  in  order to  fu lfill i t s  proper p lace  
in  th e  o rg an iza tio n . This problem c a n  be p a r t ia l ly  so lved  at l e a s t  by 
in c re a s e d  em ph asis  on th is  p h ase  o f study in  th e  in s t i tu t io n s  offering 
s p e c ia l iz e d  tra in ing  in  the  b u s in e s s  f ie ld .
Valuable inform ation on the  su b je c t  of pen s ion  and  profit sharing 
p la n s  and th e i r  op era tion  c an  be o b ta in ed  from se v e ra l  a g en c ie s  
c re a te d  for th e  sp e c if ic  purpose of fo s te ring  the  developm ent and 
expansio n  of th e s e  p lan s  „ The inform ation ob ta ined  w il l  in  many 
in s ta n c e s  p rovide the  an sw er  to  a p a r t icu la r  q u e s t io n  th a t  a b u s in e s s  
may have concern ing  the  in s ta l l a t io n ,  e x p a n s io n ,  or ev en  c e s s a t io n  of 
a  p la n .  T hese  o rg a n iz a t io n s ,  such  a s  the Profit Sharing R esearch  
Foundation , a re  eager  to  lend  a s s i s t a n c e  to  re se a rc h e rs  in  th e  f ie ld .  
Added em ployee b e n e f i ts  prov ides a n  a rea  th a t  is  fe r t i le  for re sea rch
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in  the  so c io lo g ica l  a sp ec t  of th e  su b jec t  a s  w ell a s  th e  adm in is tra tive  
and f in an c ia l  a s p e c ts  . This s tudy  w as  in tended  to  cover th e  major 
accoun ting  and financing problem s in c id en t  to  the q u a lif ied  pension  
and profit sharing  p l a n s . A much broader fie ld  is  a v a i la b le  i f  other 
ty pes  of employee b en efi ts  a re  to  be c o n s id e re d .
U n le ss  some unforeseen  factor or fac to rs  a r i s e  to  cu rta il  
a c t iv i ty  in  the  e s tab l ish m en t and m ain tenance  of em ployee benefit  
p la n s ,  th e  dem ands on the  a c c o u n ta n t 's  s k i l l  in p resen tin g  th e  most 
acc u ra te  and d e ta i le d  f in an c ia l  inform ation  w ill  in c re a s e  m ateria lly  
in the  y ea rs  to  com e. The in c re a se d  in te r e s t  show n in  th is  sub jec t 
by the  accoun ting  p ro fess io n  a t t e s t s  to  th e  fact th a t  i t  is  cogn izan t 
of i t s  p la c e  of re sp o n s ib i l i ty  and  is  p reparing  to m eet the  growing 
demand for th is  s p e c ia l iz e d  f ie ld .
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